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Davip BURNET 


Whose appointment as Commissioner of Internal Revenue followed the resig- 
nation of Robert H. Lucas to become Chairman of the Executive Committee 
of the National Republican Committee. In administration of the Bureau Mr. 
Burnet will have the benefit of ten years of broad experience in the field, in 
addition. to a year in the capacity of Deputy Commissioner of Internal Revenue 
in charge of the Income Tax Unit. He entered the Bureau of Internal Rev- 
enue as an auditor, February 17, 1919. In July of that year he was assigned 
to the Cincinnati Division of the Income Tax Unit as Internal Revenue Agent, 
and early in 1922 was appointed Internal Revenue Agent in Charge of that 
Division. From March 1, 1929 until his appointment as Deputy Commissioner 
of Internal Revenue he was in charge of the Boston Division. 
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Evasion of Surtax—the First 
Precedent 


By ARNOLD R. BAAR” 


T LAST there has been a decision throwing 
some light upon the application of the tax or 
penalty upon the accumulation of corporate 

profits for the purpose of avoiding surtaxes, namely 
that of the Board of Tax Appeals in United Business 
Corporation of America v. Commis- 
sioner, 19 B. T. A. 809, Dec. 6020 
{[C. C. H.]. No petition for review 
has yet been filed (in fact, final or- 
der has not yet been entered, Aug. 
10), but it may be expected that 
the taxpayer, and perhaps also the 
government, will appeal. 

The courts also, for the first time, 
have considered these provisions of 
the statute, but in a case which 
gives no aid upon the substantive 
problems. In French Mortgage and 
Bond Company v. Woodworth, 38 
Fed. (2d) 841, the United States 
District Court dismissed a bill seek- 
ing an injunction against the col- 
lection of the tax or penalty, under 
the Acts of 1921, 1924 and 1926. It 
was held merely that the prohibi- 
tion of Section 3224 of the Revised 
Statutes against restraint of collec- 
tion could not be avoided on the 
ground that the burden imposed by 
Section 220 is not a tax, and that 
no other sufficient basis for injunc- 
tive relief was alleged. 

Not only has the Board of Tax Appeals asserted 
the principle that this tax is imposed exclusively on 
account of the purpose for which the corporate earn- 
ings are accumulated (as pointed out in an earlier 
article by this writer in NATIONAL INCOME Tax MaGa- 
ZINE, September, 1929), but it has carried this prin- 
ciple to a point beyond most of the professional 
thinking upon the subject and beyond the convic- 
tions of three (or at least two) members of the 


“Of the Chicago Bar. 





ARNOLD R. BAAR 


325 


Board itself. Probably, as is urged by the dissent- 
ing opinion, this decision actually broadens the field 
of tax liability under this section even beyond the 
limits which have heretofore been (and may con- 
tinue to be) fixed by the established administrative 
policy. The Treasury Department, 
that is, may decline to assert lia- 
bility in those cases where the stat- 
ute applies according to the Board 
decision, but where the tax is not 
applicable according to previously 
accepted standards. 

The decision reaches this result 
by holding that if there is any ac- 
cumulation, however small, and if 
it otherwise appears that there was 
a purpose to prevent the imposition 
of the surtax through the medium 
of accumulation, the penalty is in- 
curred even though the accumula- 
tion is not beyond the reasonable 
needs of the business. In fact, the 
majority of the Board indicates 
that the reasonableness of the accu- 
mulation is entirely irrelevant, 
making no finding of fact and ex- 
pressing no conclusion upon that 
point, although the minority opin- 
ion holds that in this case the 
accumulation was justified by the 
needs of the business. 

The case before the Board in- 
volved not only Section 220 of the Revenue Act of 
1921 which, like the later acts, imposes a penalty 
upon the corporation which is formed or availed of 
for the purpose of preventing the imposition of the 
surtax through the medium of accumulation, but it 
also involved Section 220 of the 1918 Act, which, 
instead of imposing a penalty upon the corporation, 
grants to the corporation complete exemption from 
income tax (but not excess profits tax) and imposes 
upon the stockholders the same normal tax and sur- 
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tax liability upon the entire earnings of the corpo- 
ration, both distributed and undistributed, as they 
would incur in the case of a partnership. In both 
statutes, the terms describing the conditions under 
which liability is incurred are the same, and they 
were given the same construction by the Board. 


The Board sustained the Commissioner’s asser- 
tion of liability against the corporation for the year 
1921, under the 1921 Act, but upheld the taxpayer’s 
contention that the stockholders’ liability under the 
1918 Act had not been incurred for the year 1920. 


The opinion adopted by the Board was written 
by Mr. Phillips. Mr. Marquette dissented, without 
opinion, and Mr. Trammell wrote a dissenting opin- 
ion, with which Miss Matthews agreed. These 
opinions so clearly and completely discuss the ques- 
tions involved that little can be added to a mere 
quotation of them. 


The rule adopted by the Board, that the tax may 
be incurred even when the accumulation is not un- 
reasonable, because of the purpose to evade sur- 
taxes, and that without that purpose no accumula- 
tion, however excessive, is penalized, is stated in 
the following language from the opinion. The key- 
note of the decision is in the portion printed in black 
type. 

The section in question recognizes the right of every 
corporation to keep its capital intact and provide a surplus 
for its reasonable needs. No corporation which is actively 
engaged in business is to be subjected to the penalty of 
the statute unless and until it permits its course of conduct 
to be diverted from its normal business interests by a pur- 
pose to save its stockholders from surtax. The emphasis 
in the statute is placed upon the purpose and if this pur- 
pose clearly appears the corporation is subject to the tax, 
whether the accumulation be large or small. Accumula- 
tions in excess of the needs of the business are evidence 
of the purpose but are not necessary to subject the cor- 
poration to the tax. This seems to us to be the necessary 
construction of the statutory language. To bring any 
case within the statute the evasion of surtax must, of 
course, be accomplished by means of permitting gains and 
profits to accumulate instead of being divided or distrib- 
uted. In the instant case it seems clear that gains and 
profits were accumulated instead of being distributed, and 
that if the purpose was to use the corporation to prevent 
the imposition of surtax, the medium used was that set 
out in the statute. We think theultimate question pre- 
sented in the instant proceeding is whether this purpose 
existed. 


Although the statute provides that certain facts shall be 
prima facie evidence of the purpose, the same purpose may 
appear from other facts. In the instant case the purpose 
to use the corporation to prevent the imposition of surtax 
upon its stockholder appears from the character of the 
transactions between it and its stockholder. 


The substance of the decision is also well stated 
in the dissenting opinion, as follows: 

The construction placed upon the statute in the prevail- 
ing opinion invokes the penalty upon a corporation which 
permits an accumulation of earnings, however small, and 
without regard to its business necessities. If there is any 
accumulation, importance then attaches only to the matter 
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of intent or purpose, which, the majority holds, may be 
determined from any other relevant circumstances, wholly 
aside from and independent of the question as to the rea- 
sonableness of the accumulation for business needs. 


The views of the dissenting opinion are summar- 
ized in the following sentences: 


The prescribed intent should not, therefore, be imputed 
to a corporation engaged in doing that which it has a 
legitimate and lawful right to do, namely, to accumulate 
a reasonable surplus. The question whether there is a 
purpose to prevent the imposition of the surtax upon the 
stockholders becomes of importance only when the ac- 
cumulated gains and profits exceed the reasonable needs 
of the business. * * * The real question for considera- 
tion, in my opinion, is whether or not the corporation was 
formed or availed of for the purpose of preventing the 
imposition of the surtax upon the stockholders through the 
medium of permitting the profits to accumulate beyond the 
reasonable needs of the business. In my opinion both intent 
or purpose and an overt act are necessary to bring a cor- 
poration within the penal provisions, and the overt act is 
the accumulation beyond business needs, not simply an 
accumulation, except in a case where it is shown that a 
corporation is formed for the prohibited purpose. 


The dissenting opinion also points out that, un- 
der a literal construction of the statute such as is 
endorsed by the. prevailing opinion, a corporation 
“formed” for the purpose of evading the surtaxes 
would seem to be subject to the penal tax even 
where it does not actually accumulate any gains or 
profits whatever. Of course a corporation could 
not be “availed of” unless something was done pur- 
suant to the stated purpose, but there is no such 
implied limitation with reference to a corporation 
“formed” for that purpose. 


It is gratifying that in the first decision under this 
statute, there should be definite recognition of its 
penal character and of the necessity for strict con- 
struction. As to this, the Board says: 

These sections are highly penal. Section 220 of the 
Revenue Act of 1918 imposes a tax upon the stockholders 
of a corporation, which falls within its terms, on income 
which they have not received. Section 220 of the Revenue 
Act of 1921 imposes, in addition to tax imposed by Section 
230, a tax which is two and one-half times the tax imposed 
by that section for the year 1921 and twice the tax im- 
posed by it for subsequent years. The severity of this 
penalty appears when it is contrasted with the penalty pro- 
vided by Section 250 (b) of the same act. There it is 
provided that if any part of a deficiency is “due to fraud 
with intent to evade tax * * * there shall be added as 
part of the tax 50 per centum of the total amount of the 
deficiency in the tax.” In the ‘case of Section 220 the 
penalty for the year 1921 is equal to two and one-half 
times the tax, while the penalty fot a fraudulent deficiency 
is but one-half, not of the tax, but of the deficiency in tax. 

While the plain intent of such a statute must be given 
full effect, it should be strictly construed and should not 
be extended to cover cases which do not fall within its 
letter. 


The Board expressed its recognition of the admin- 
istrative difficulties involved where purpose or in- 
tention is made the basis for levying taxes, but 
pointed out that the issue of intent is common to 
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cases involving penalties, with which this so-called 
tax must be classified. 

The novel contention that an authorized “Return 
or its equivalent” is a prerequisite to any assessment 
of tax under the Revenue Act, including an assess- 
ment under Section 220, and that the statement of 
gains and profits which may be required under that 
section is the equivalent of a return for the purpose 


of that tax, was rejected by the Board without dis- 
cussion. 


The decision of the Board is of special interest 
not only because of its presentation of two opposing 
views on the general principle involved, but also be- 
cause it involves an interesting and in many ways 
typical set of facts. 


The United Business Corporation of America, the 
corporation which accumulated the profits upon 
which it was alleged the surtax had been evaded, 
was organized by Burns Lyman Smith, a son of 
L. C. Smith of typewriter fame. At the time of its 
organization in 1920, it took over two office build- 
ing properties in Seattle, Washington, one of them 
being the 42 story L. C. Smith Building, described 
as probably the tallest building and one of the show 
places on the Pacific Coast. At that time, Smith’s 
investment of approximately $2,000,000 in these 
buildings, in excess of a mortgage of $700,000 which 
Smith and his wife were required to endorse, com- 
prised over two-thirds of his property. 

Soon after the corporation was formed, capital 
stock of a trust company, having a value of about 
$250,000, and later in 1920 other corporation stock 
having a value of about $200,000, were transferred 
to the corporation by Smith, the consideration be- 
ing additional stock issued to Smith. In 1921 and 
later years, he also transferred to the corporation, 
for more of its stock, additional securities consist- 
ing almost entirely of corporate stocks, listed or 
otherwise marketable, representing chiefly securi- 
ties received by Smith from the estate of his mother 
who died on July 5, 1920. 

Except for three qualifying shares held by other 
trustees of the corporation, Burns Smith owned all 
its shares. No dividends were paid during any of 
the years 1920 to 1923, inclusive. No salaries were 
paid to Smith or the other trustees. Smith cus- 
tomarily withdrew cash in large amounts from the 
corporation, while at the same time occasionally ad- 
vancing large sums for the benefit of the corporation 
and endorsing its notes in large amounts. His net 
obligation to the corporation at the close of 1921 
amounted to about $600,000. : 

By 1920, the war activities which had filled the 
office buildings of Seattle had started to subside 
and the future was uncertain. There had also been 
major changes in the location of the office building 
center of the City. 

Two questions arising under the statute were 
eliminated from the present case by the facts. It 
was conceded by the parties that the corporation 
was not “a mere holding company.” Overruling 
the contention of the respondent, the Board held 
that the corporation was not “formed” for the pur- 
pose of evading surtax. The findings of fact dis- 
close several circumstances, including the substance 
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of conversations between the organizer of the cor- 
poration and his attorney, the ill-health of the in- 
corporator, and his experience with the division of 
his father’s estate, which pursuaded the Board that: 

All of the evidence is to the effect that at the date of 
organization the only purpose in the mind of Burns Smith 
was to place his investment in the two office buildings 
in corporate form and thus make these assets more avail- 
able for the purpose of sale or, in case of his death, of 
partition. The question of taxation, Federal or otherwise, 
was not discussed in the interviews between Smith and his 
attorney. It was not until later that Smith conceived the 
idea of transferring other investments to the corporation. 
It seems reasonably clear that the corporation was formed 
for perfectly sound reasons other than to permit Smith to 
avoid payment of surtax. 


There remained, therefore, only the question 
whether the corporation was availed of during the 
years in question for the prohibited purpose. Upon 
this question, the principles established by the Board 
were shown to be applicable to the circumstances of 
this case, by the following language from the opin- 
ion: 

In the instant case the purpose to use the corporation to 
prevent the imposition of surtax upon its stockholder ap- 
pears from the character of the transactions between it 
and its stockholder. 


The corporation was organized for the purpose of op- 
erating the two office buildings in Seattle. Had it confined 
its activities to the operation of these buildings, declaring no 
dividend during the years 1920 and 1921, but permitting the 
surplus income to be accumulated, it would seem clear 
that upon the record made before us with respect to real 
estate conditions in Seattle affecting these buildings, the 
corporations would not have fallen within the provisions 
of section 220. But we find that in 1920 the sole stock- 
holder of the corporation transferred to it shares of stock 
having a value of approximately $450,000 and in 1921 trans- 
ferred other shares having a value of over $400,000. The 
dividends upon this stock were taxable to Smith so long 
as he continued to hold them, but were not taxable when 
received by the corporation. Instead of dividends of some 
$80,000 which Smith reported in 1919 before the transfer 
was made, we find him reporting some $3,500 as dividerids 
in 1921. Clearly the effect was to reduce the amount of 
income upon which Smith was subject to surtax. 

It is urged that these securities were transferred to the 
corporation in order to improve its financial condition and 
increase the salability of its capital stock, but in the face 
of this argument we find that at the close of 1920 Smith 
had borrowed from the corporation some $236,000 and 
that at the close of 1921 his borrowings totaled some 
$600,000. Nor is this all. In order td provide funds to 
make these loans the corporation was obligated on notes 
payable at the close of 1920 in the amount of $165,000 and 
at the close of 1921 in the amount of $456,000. There were 
similar manipulations of the funds of the corporation in 
subsequent years. These were not transactions designed 
to build up the corporation, but were perfectly designed 
for the purpose of evading surtax upon the income from 
the stocks transferred to the corporation while at the same 
time permitting the sole stockholder to enjoy the use of 
such income and substantial parts of the principal. The 
manner in which the corporate funds were handled seems 
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to us to establish that, for the year 1921, the corporation 
was availed of for the purpose of preventing the imposition 
of surtax upon its stockholder through the medium of per- 
mitting its gains and profits to accumulate. We shall here- 
after state the reasons which lead us to a different 
conclusion as to the year 1920. 

With reference to the withdrawal of funds from 
the corporation by Smith, the dissenting opinion 
states: 

So far as the merits of this case are concerned, I do 
not regard the borrowings by Smith from the corporation 
of importance. They do not indicate that the corporation’s 
surplus was in excess of its business needs and the pre- 
vailing opinion does not consider them indicative of such 
fact. The surplus remained unchanged on that account. 
The amounts were not shown to have been [not (?)] 
available to the corporation. They were still assets. Bona 
fide loans to a solvent stockholder by a corporation, where 
its surplus was not unreasonable for business needs are 
legitimate transactions and do not in my opinion indicate 
the prohibited purpose. The obligations of Smith bore 
interest and the fact that interest was not actually paid 
during the year involved is not important. These trans- 
actions would be important and material only in the event 
the corporation had a surplus beyond its business needs. 
The borrowings by Smith should properly be considered 
in connection with all the other evidence on the question 
as to the reasonableness of the accumulation of profits, but 
the other evidence on this point is overwhelming. 

The activities of subsequent years, which appar- 
ently influenced the majority, were not relevant, 
according to the dissenting opinion. 

The fact that only a relatively small amount of 
surtax was to be avoided was regarded as quite 
significant by the majority of the Board as to 1920, 
and by the minority as to 1921 also, as evidence 
that the prohibited purpose was not controlling 
and that other motives governed the accumulation. 


The conclusion that the accumulation of surplus 
was not excessive, is expressed in the dissenting opin- 
ion, which also reviews the evidence leading to that 
result. 


The argument of the dissenting opinion may be 
somewhat further examined. 


A possible defect in its reasoning may be found 
in the following statement: 

The real question for consideration, in my opinion, is 
whether or not the corporation was formed or availed of 
for the purpose of preventing the imposition of the surtax 
upon the stockholders through the medium of permitting the 
profits to accumulate beyond the reasonable needs of the 
business. 

It will be noted that this gives to the statute a 
construction which would clearly be required if the 
language of the statute was materially different. 
The language of the opinion is substantially the 
language of the statute except that the words “beyond 
the reasonable needs of the business” would be sup- 
plied by Mr. Trammell in direct connection with 
the statutory description of the medium for avoid- 
ing the tax, whereas the statute uses these words 
only in connection with its description of the accu- 
mulation which is to be prima facie evidence of 
the prohibited purpose. 
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This~ construction, however, is persuasively sup- 
ported by a discussion of the history and background 
of the statute. The dissenting opinion states: 

While the statute does not specifically provide that other 
evidence as to the purpose to escape the tax than accumu- 
lation beyond reasonable business needs might not be 
considered, in my opinion, the whole history of the legis- 
lation, the regulations of the Commissioner, the adminis- 
tration of the law, and the reports of the committees of 
Congress in charge of the legislation, lead to the conclu- 
sion that unless there has been an accumulation of profits 
beyond the reasonable needs of the business, the cor- 
poration does not come within the penal provisions of the 
statute. In case of ambiguity in the language used, such 
sources may properly be resorted to for interpretation of 
the Congressional intent. 


This conclusion is supported by consideration of 
the changes in the statutes, beginning with the 1913 
Act, by quotations from Committee reports with 
reference to the 1918 and 1928 Acts, and also by 
references to the Regulations and rulings of the 
Treasury Department. 


It is pointed out that Regulations 45, issued under 
the 1918 Act, stated in Article 352 that the applica- 
tion of this section “depends upon the two elements 
of (a) purpose to escape the surtax and (b) unrea- 
sonable accumulation of gains and profits.” While 
the Regulations under the 1921 Act do not use this 
language, the opinion says that there is nothing 
therein inconsistent with this interpretation, and that 
the rulings of the Commissioner under the 1921 Act 
are substantially in accord with the rulings and 
regulations under the 1918 and previous Acts. In 
noting that no different construction of Section 220 
had ever been adopted by the Commissioner, the opin- 
ion states that according to the deficiency letter which 
originated this case, the tax was here asserted be- 
cause the accumulation was beyond the reasonable 
needs of the business. 


The use of substantially the same language in 
subsequent Revenue Acts, after the long period of 
executive interpretation under the 1918 and 1921 
Acts, is relied upon as an indication of Congressional 
approval of the executive interpretation. 

The dissenting opinion seems perhaps to reflect a re- 
curring fallacy, in that it assumes that a corpora- 
tion may be found chargeable with the prohibited 
purpose because of its legitimate accumulation of a 
reasonable surplus. For example, the following 
statements are extracted: 

The prescribed intent should not, therefore, be imputed 
to a corporation engaged in doing that which it has a 
legitimate and lawful right to do, namely, to accumulate a 
reasonable surplus. * * * 


Again, it is obvious that to whatever extent a corpora- 
tion permits its gains and profits to accumulate, even 
though it be only one dollar, just to that extent the cor- 
poration is in fact availed of for the purpose of preventing 
the imposition of the surtax upon its stockholders, since 
that result inevitably follows. Under the above construc- 
tion of the statute it might then be argued that any 
accumulation, whether large or small, reasonable or un- 


(Continued on Page 352.) 
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Elimination of Double Taxation of 


Corporate Net Income 


HEN a corporation manufactures in one state 

W but sells in another, the problem of how to 

distribute the net income between the two 
for purposes of taxation has hitherto been a conun- 
drum. The various legislatures have adopted differ- 
ent rules for allocating the income between the 
states in which a company does business. But they 
have constantly attempted under the provisions of 
their respective laws to tax as large a percentage of 
the corporation’s business or income as possible. 
The result has been that not 100 per cent but con- 
siderably more has been taxed. On the other hand, 
it would be equally easy to adopt methods of allo- 
cation which would tax less than the full amount. 

If exactly 100 per cent is to be taxed by all the 
states together, neither more nor less, their stat- 
utes should have identical provisions. And there 
is a method of allocating the income which is in 
perfect conformity with the economic facts and in 
strict compliance with the best legal concepts. This 
method is suggested by the principles of account- 
ing, if accounting, which is the proper recording of 
business transactions, can be said to have princi- 
ples. More precisely it should probably be said 
that this method is in strict conformity with sound 
business. 

The correct method for all the different situa- 
tions may be illustrated by the following simplified 
case: If a corporation has a $1,000,000 plant in 
one state and $60,000 total annual expense in an- 
other then the $1,000,000 investment taken at 6 per 
cent (or whatever rate is considered the most nearly 
standard) makes a $60,000 annual burden in each. 
Accordingly, the net income should be allocated to 
the two, half and half. This conception is based 
upon the actual expenses applicable to the given 
state, translating capital investment into terms of 
annual charges. By thus reducing the fixed capital 
investment to the common denominator of annual 
expense the total actual amount is readily distribu- 
table to the respective states and the annual income 
can then be allocated on that basis. And if all the 
states adopt the same rule there will be exactly 100 
per cent of the net income, no more, no less, tax- 
able by the states in which the company does busi- 
ness. 

The above rule is a statement in accounting form 
of the legal principle running throughout the tex- 
ture of organized government sometimes stated as 
“Where one sows there shall he reap.” 

Now of course in a given state a corporation might 
spend $200,000 one year and receive in return only 
$100,000, although its total net income was large. 
So the rule above proposed might not seem appli- 
cable. But this objection is merely obvious and not 
real. For if in a given field or in a given state, there 
was nothing to reap the company would soon cease 
* Of Albany, New York. 
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to sow. So, in the long run, assuming a minimum of 
ordinary intelligence, the distribution of profits 
would correspond to the distribution of outlays. 
For any given business could be depended upon to 
withdraw from unprofitable fields and transfer its 
expenditures elsewhere. Furthermore, although 
there would be numerous temporary cases like the 
above they would cancel out among the different 
states. In the long run the rule would produce 
fair and equal justice to all the separate taxing 
jurisdictions. But there is another consideration 
relative to this apparent objection. And that is the 
fact that a business is a unit, and is not readily sus- 
centible from the standpoint of tax administration 
to being broken up into numerous profitable and un- 
profitable fractions. Such an effort however is un- 
necessary, for any intelligent concern will curtail or 
eliminate unprofitable and concentrate on profitable 
outlays. 

Aside from the scientific accuracy of the proposed 
method of allocation, both from the economic and 
legal standpoints, there is its simplicity. And the 
terminology to be incorporated in a state’s law could 
be as brief as this: That part of the net income 
subject to this tax shall be determined by the ratio 
of the corporation’s expenses during the year in the 
state to the total expense, in which there shall be 
included the corporation’s investment in the business 
taken at the rate of 6 per cent. 

The proposed rule is applicable to all classes of 
business whether incorporated or unincorporated. 
And the only sound rule for the allocation of in- 
come is that it should be in accordance with the 
distribution of the total real outlay in producing that 
income. Most of the difficulties that arise, aside 
from those due to the desire to seize upon the maxi- 
mum tax are due to an incomplete appreciation of 
this fact. 

Unless this whole question of allocation is to 
break completely down it is necessary rigidly to 
apply this principle involving the translation of capi- 
tal outlay into equivalent annual charges. Of 
course there are various imaginary difficulties for 
which no solution is required. A corporation with 
all of its plant in one state produces goods which 
may all be consumed in another, but all of its efforts 
are restricted to the first. In such a case the total 
income is applicable to the first. This can occur 
when residents from other states come there and buy 
the output. But if the corporation sets up branches 
in other states then that percentage of the total net 
income should be allocated to each which is equal 
to the percentage of the total annual expense appli- 
cable to each. 

In the case of national governments, if it is de- 
sired to secure a revenue from such imports, the im- 
porting country can apply tariff charges or if the im- 
ports constitute the stock of a business concern in the 
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importing country then so far as there is an income 
derived by the importer the importing country may 
apply an income tax. The place of sale of the goods 
or the point where the ’concern’s expense stops de- 
limits so far as a sound system of taxation is con- 
cerned the area involved in the production of the 
income. And if such area is entirely within a tax- 
ing jurisdiction the whole income is taxable by such 
jurisdiction only. But if the corporation exports its 
own products to another country and there sells them, 
then the entire business which produces the final in- 
come is applicable to both countries and in the degree in 
which expense is involved in the two jurisdictions, 
in that degree should the income be allocated to 
the two. 

It is clearly seen that if a corporation has no fixed 
assets but spends $100,000 a year for rent of plant 
in one state where it makes all of its goods and 
spends $100,000 in another where it sells its goods 
the expenses are distributed between the two evenly. 
Now if in the first state the corporation owns in- 
stead of rents its plant, the expense is no less dis- 
tributable to the two states. 

In the case of affiliated or associated concerns, 
it is the business of all the incorporated parts which 
should be taken as the taxable unit. And the burden 
of proof in all cases should be not upon the govern- 
ment but upon the business to show that the several 
corporations should be treated as separate enter- 
prises for tax purposes. 

If the separate corporations should be treated as 
separate taxable units there is opened up the door 
to all sorts of juggling which would undoubtedly 
be beyond the capacity of the governmental officials 
to control or even to become acquainted with. And 
there would be such a thrust on the part of the cor- 
porations to distribute the income around, so as to 
show the greatest net income in those jurisdictions 
with the smallest tax rates, that it would be entirely 
impracticable to forestall or check up on such 
maneuvers. 

Assume a single individual who owns all the stock 
of one corporation that mines ore in one country 
and who also owns all the stock of another cor- 
poration which reduces that ore and sells the out- 
put in another. Under such circumstances, if only 
one country had an income tax, this individual could 
be depended upon to make the intercorporate charges 
such that all the profits would be shown as ap- 
plicable to the corporation in the country which did 
not have any income tax. Partly for such reasons 
the two concerns should be considered as a single 
business and the total net income distributed in 
accordance with the enunciated rule. 

Now it is possible for a corporation to have 
alternate gains and losses so that at the end of a 
long period there is no net profit. But with an in- 
come tax imposed upon the net income arising dur- 
ing a 12-months period there might be considerable 
taxes paid. In the degree that businesses are con- 
solidated, in that degree does the probability in- 
crease of such profits and losses cancelling out and 
the taxable income being the long-time income. This 
should be preferable from the standpoint of a steady 
revenue to the government. And it should also be 
preferable to the business. To illustrate this latter 
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point: Assume two corporations one of which has 
a $700,000 profit and the other a $500,000 deficit. If 
the tax is applied to the separate corporations at 10 
per cent the government secures $70,000, but if the 
tax is applied to the consolidated corporations, the 
government gets only $20,000. 

Requiring consolidated reports should apply when 
the holding interest is an individual or firm just the 
same as when it is a corporation. If a single in- 
dividual owns several corporations carrying on sep- 
arate parts of the same business a consolidated re- 
port should be required. But if he owns all the 
stock of several different corporations carrying on 
different businesses, separate reports should be re- 
quired. In each case the government should arrive 
at a decision and leave the burden of proof to the 
taxpayer. 

If the business as a whole loses money then no 
matter how much profit is made by a part or branch 
of the business in a given country, there should be 
no income tax whatsoever. The situation will cor- 
rect itself by the business being terminated in all 
of the countries except the one where the profit is 
being made. Then when all of the business is re- 
stricted to the profitable branch, the country in 
which that branch is located will apply the regular 
tax on the income. 

And if in the country where the running of a 
branch results in a loss and the expenses in that 
country are 10 per cent of the total year’s cost of the 
business as a whole, that country should levy a tax 
upon one-tenth of the total business’s net income. 

And if, e. g., the total annual cost of running the 
buying establishment in one country, is, say, 10 per 
cent of the total annual cost of the consolidated 
business, then 10 per cent of the profits of the whole 
enterprise should be allocated to the country in 
which is located the buying establishment. 

Interest on the bonded or other general indebted- 
ness should be allocated among the various taxing 
jurisdictions in accordance with the distribution of 
the property among those jurisdictions subject to 
the bonded indebtedness. In the case given above 
which assumed a $1,000,000 plant in one country, if 
that plant is subject to a $1,000,000 six per cent 
mortgage then that $60,000 outlay should be con- 
sidered as part of the cost of carrying on the busi- 
ness in that particular jurisdiction. Of course so 
far as capital investment is represented by debt the 
interest on which is included in the annual expenses, 
in that degree will the fixed capital investment to be 
taken at 6 per cent be reduced in arriving at the 
total annual expense. 

The case of overhead expense can be illustrated 
by the president’s salary. If his time and efforts 
are entirely restricted to one tax jurisdiction his 
salary should all be allocated to that jurisdiction. 
But if not, his salary should be distributed among 
the taxing jurisdictions involved. - 

Of course the language of the proposed provision 
will depend somewhat on that in the rest of the 
statute. So the following is offered as an alternative 
terminology to bring out the same idea: The net 
income shall be allocated among several jurisdictions 
for purposes of taxation on the basis of the total 
annual expense incurred in those respective juris- 
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dictions, in which there shall be included six per 
centum on the actual fair cash value of respondent’s 
fixed and working capital, except such as is covered 
by interest-bearing debt, in accordance with such 


accounting regulations as are prescribed by the 
State Tax Commission. 


Perhaps something should be said about the rea- 
sons for a state’s efforts to tax as large a percentage 
of a corporation’s income or business as possible. 


The area or boundaries of a taxing jurisdiction are 
the results of any number of factors, such as wars, 
conquests, mistakes, accidents, surveyor’s lines, or 
anything else. Their limits almost never co- 
incide with those of an economic unit. So there 
can be all sorts of combinations of circumstances of 
which there may be taken as a representative situ- 
ation the hypothetical case of the three states or 
countries, A, B and C. The first and third each 
have an area of 10X while the second, lying between, 
has 100X. A and C are fertile, densely populated and 
highly industrialized. B is arid, poor and sparsely 
populated with only such occupations as agriculture 
and grazing. The manufacturers in A and C ship 
various products into B. The latter necessarily has 
excessively high real estate taxes. The expense of 
its roads and schools makes its per capita or per 
dollar cost of government extremely high. So its 
legislature tries to put a business tax upon the con- 
cerns in A and C. It cannot pirate the natural 
advantages of its neighbors. But its legislature is al- 
most certain to try to correct mistakes or the dis- 
advantages of the delimitations of the three juris- 
dictions by its tax system. It may set up a net or 
gross income tax on corporations of A and C that 
sell goods in its territory. But A and C may them- 
selves have net income taxes and make them ap- 
plicable to the whole instead of exempting the 
amount arising from B. Thus there can be con- 
siderable double taxation. And B will be indulging 
in a pirating tax if some corporation in A or C sells 
all of its output in B and B imposes its tax on the 
whole of that corporation’s business instead of that 


part of the business as determined by the proposed 
rule. 


But probably it is not advantageous to A and C 
in the long run for B to be restricted to the ordinary 
sources of governmental revenue. The residents 
of those two states desire to drive their automobiles 
not merely in their own restricted areas but also 
back and forth across the length and breadth of B. 
3ut B’s resources are not sufficient to furnish such 
facilities to its neighbors’ residents. Obviously the 
three-state highway system should be considered as 
a transportation facility applicable to the three 
states in some sort of a partnership capacity in- 
stead of to the three states considered as separate 
entities so the taxes for road expense should be 
derived from the total taxable ability of the three 
and expended in a way which will be productive of 
the maximum benefit to the maximum number of 
residents of the three states considered as a partner- 
ship. This means some sort of a federation raising 
revenues from the three units and redistributing 
them under some form of what is now called, in this 
country, federal aid. If some such procedure is 
followed there is no occasion for B to adopt an un- 
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sound or pirating taxing plan. And all jurisdictions 
in circumstances similar to B’s would have no oc- 
casion for objecting to the proposed method of 
allocating the taxable income of corporations doing 
business in more than one state. But whether there 
are Federal arrangements or not for correcting those 
undesirable situations resulting from boundaries not 
applicable to the economic facts, the proposed rule 
for allocating taxable income between several juris- 
dictions should be general. 


Editor’s Note 


In its recommendations in the matter of multiple 
taxation of international trusts and “holding com- 
panies,” the Committee on Double Taxation of the 
International Chamber of Commerce,’ has been 
guided by replies received to the following question- 
naire, which has been sent to the larger international 
business concerns, associations of accountants, and a 
limited number of others. 


Please indicate the type of business enterprise in re- 
spect to which you have special knowledge or experience 
and answer the following questions as they apply to those 
enterprises: 

(a) trade and distribution, 

(b) manufacturing or manufacturing combined with trade, 

(c) banking companies, 

(d) insurance companies, 

(e) railway and transport companies, 

(f) light and power companies, 

g) gas companies, 

h) telephone and telegraph companies, 

i) mining and extractive industries, 

j) any other class of enterprise for which special meth- 
ods are necessary. 

1. What would be the best method or methods for the 
Government of a country to adopt in determining the in- 
come of a branch or branches of a foreign company doing 
business in that country? 

2. Same question for affiliated companies (subsidiaries) 
of a foreign company 

3. Unless covered in answers 2 and 3— 

A—When the branch establishment or affiliated com- 
pany establishment in a country makes profits and the 
operation of the enterprise as a whole results in a 
loss, should the Government of the country take into 
account such loss in order to determine the income 
of the branch establishment or affiliated company? 

B—When the operation of the branch establishment 
or affiliated company established in a country results 
in a loss, whereas the enterprises as a whole make 
a profit, what method should be followed by the Gov- 
ernment of the country in assessing the branch es- 
tablishment or affiliated company? 

C—When an enterprise has its seat of management 
in a country and possesses a buying establishment in 
another country, should any part of the profits of the 
enterprise be allocated to the buying establishment, 
and, if in the affirmative, on what basis? 

D—When a company has bonded or other general 
indebtedness, should the interest charge be appor- 
tioned solely to the head office (or real seat of man- 
agement) or should it be distributed among the 
various permanent establishments of the enterprise? 
In the latter case, please state the best method of 
allocation or apportionment. 

E—Where the general control and management of 
a company is exercised at the head office (or real 
seat of management), but the manufacturing, selling 
or other activities of the enterprise are carried on at 
permanent establishments situated in other countries, 
should any special share of the profits be assigned 
or allocated to such office or seat of management? 


If so, by what method of allocation or apportion- 
ment? 





1The members of the committee are Dr. T. S. Adams (chairman), 
Mitchell B. Carroll, William S. Elliott, W. F. Gephart, Jerome D. 


Green, George O. May, John J. O’Connor, and Blaine F. Moore, 
Secretary. 







































































































































































































































































HE founders of our government have usually 
been credited with having exercised a remark- 
able amount of foresight and judgment. Among 
other things they provided for a separation of church 
and state. Suppose some ambitious legislator, an- 
xious to assist the church and to increase the sal- 
aries of underpaid clergymen were to sponsor a bill 
to pay to each church, from state funds, one-half 
of the pastor’s salary. Immediately, he would be 
met with the objection that this were an involve- 
ment of church and state, the church would become 
involved in entangling political alliances, and that 
the only way to maintain an inde- 
pendent church policy is to keep it 
free from political influence. 

In fact, however, the state does 
contribute to the support of the 
church through the grant of tax 
exemption. A church and site in 
a city are worth $250,000, and if 
this were assessed and taxed on 
the same basis as other real estate, 
it would pay a tax, say, of $5,000 
a year. But since exemption from 
the payment of this sum has been 
granted, the state has, in effect, 
subsidized the church. 

A subsidy is a grant in aid by the 
government to some individual or 
group of individuals. Thus, if some 
industry cannot exist because of 
foreign competition, or because of 
prices which consumers are willing 
to pay, the government may con- 
tribute to it a sum sufficient to en- 
able it to produce. To exempt an 
individual or group of individuals 
from soe payment which others in the same class 
are required to make is just as much a grant in aid 
as a payment which all in the same class do not 
get. The burden of the payment or exemption which 
results in this grant in aid, moreover, falls upon 
the taxpayers. In either case, their taxes have been 
increased by approximately the amount of the grant. 
By tax exemption, the church, above, can exclude 
$5,000 from its budget of expenditures which it 
otherwise would have to raise. On the other hand, 
this $5,000 loss of revenue resulting from the ex- 
emption of the church must come from the pockets 
of the tax payers, for the exemption means no de- 
crease in public expenditures. If property be the 
base of the tax levy, then the rate must be a little 
higher in order to secure the necessary funds. 

In the same category of tax-exemption with 
churches and other property used exclusively for re- 
ligious purposes is usually but privately owned prop- 
erty of charitable and eleemosynary institutions, 
educational institutions, fraternal organizations, 
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horticultural societies, and similar groups. Every 
such exemption, however, means that those paying 
taxes have to contribute to the government an ex- 
cess amount to offset the exemption. 

In general, publicly owned property is exempt 
from taxation, yet in practically every case such 
exemption is a subsidy. Of course, there would 
be nothing for a city to gain by levying a tax on 
its own city hall, because it would be paying a 
tax to itself. The levy of the local tax rate upon its 
property, consequently, would produce just enough 
in the municipal treasury to pay the tax, and ex- 
emption has been no gain or loss. 
Much property owned by the 
federal government, however, is lo- 
cated in the states and cities, while 
property belonging to the states is 
found in cities and other minor 
political divisions. 

Property belonging to the Fed- 
eral Government may be found in 
most cities in the post office build- 
ing and its equipment. The ex- 
emption of this from the payment 
of the local tax rate means that 
the taxpayers of the city in which 
the property is located are subsid- 
izing the people of the United States 
to the amount of the tax that would 
have been collected. In some city, 
let us say, the post office, valued 
on the same basis as other real es- 
tate, would pay a tax of $4,000. Be- 
cause of the exemption, however, 
the taxes upon the citizens of the 
city are $4,000 more than they 
otherwise would be and the tax- 
payers are, in effect, making a contribution of this 
amount to the Federal Government. 

Property owned by the Federal Government is 
much more extensive than that of post offices, and 
its exemption from taxation presents an acute prob- 
lem in some localities. In a local taxing unit in 
which is located a Federal prison or a military or 
naval academy, the percentage of property value 
exempt from taxation may be a large proportion of 
the total, with the result that the tax burden upon 
the remaining property to finance local public en- 
terprises becomes excessive. The large tracts of 
grazing and timber land owned by the Federal Gov- 
ernment in some of the western states make the 
exemption of Federal property from taxes of con- 
siderable importance to the districts concerned. 


The same problem arises when a state owns prop- 
erty in a locality. Most states own property with 
which provision is made for the care of the de- 
fectives, delinquents, and dependents, while in most 
states, also, property is owned for educational pur- 


poses, such as normal schools or a university. Ex- | 
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perimental stations of one kind or another are also 
frequently found. In some cases, the value of this 
property, compared to the total value of the prop- 
erty in the district, is small, and in some cases it 
is large. To have it free from taxation in any case 
means a higher tax rate upon other property; the 
people of these local political units in which is 
located the state property are really subsidizing the 
people of the state, for if the property were taxed 
the payment would come from the state treasury. 
Suppose a state, in making provision for a new school 
for the deaf, to buy privately owned land and build- 
ings. While it was so owned, it paid taxes into 
the local treasury of $3,000 a year; after the pur- 
chase by the state this payment ceases and if the 
$3,000 be secured, it must be by an additional tax 
upon other property. The hardship which may re- 
sult has not generally been recognized, although 
through recent legislation the state of New York 
permits localities to tax state-owned property at the 
same rate which is levied upon other property. 


The subsidy resulting from tax exemption may 
be used as a smoke screen to cover inefficient man- 
agement of public industry. Let us again resort 
to an illustration. A city buys the water works 
through the issuance of tax-exempt bonds. Because 
of this, the rate of interest is but 4% per cent while 
that paid by the former owner was 6 per cent, or 
a difference in annual expense of $3,000. The taxes 
upon the plant, under private ownership, were $4,000 
a year. The offices are now maintained in the city 
building and no item of rent enters i 1o the expense 
account. The staff in the office uf the city clerk 
takes care of collections and disbursements, while 
nothing may be allowed for depreciation and re- 
pairs may be made from the general revenue fund. 
When the managers of the plant seek public en- 
dorsement on the ground that they have turned 
into the public treasury $3,000, or $7,000, or any 
other amount, as earnings above those of private 
management, the nature of said earnings must be 
analyzed. If the amount is no more than the sub- 
sidy which results from tax exemption and the other 
municipal expenditures on behalf of the enterprise, 
then the claim for endorsement of their efforts has 
no merit. In making any comparison as to the rela- 
tive efficiency of privately and publicly conducted 
industries, one must be careful to consider each on 
a comparable basis, and the advantage of tax ex- 


emption to the publicly owned plant cannot be over- 
looked. 


No governmental unit may levy any tax in such 
a way that it will interfere with the prerogatives 
of any other governmental unit over which it does 
not have jurisdiction. This generally accepted doc- 
trine has grown out of an early decision by Chief 
Justice Marshall when he held that “the right to 
tax is the right to destroy.” If one governmental 
unit, accordingly, were accorded the right to tax 
some power or privilege of another, there would 
be no limit to the taxes that might be levied with 
the result that activities might be seriously curtailed 
or destroyed. 


Under this doctrine of tax exemption have arisen 
some of the serious problems of justice in taxation, 
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although the fact that it results in governmental 
subsidy has rarely been noted. Two men, for ex- 
ample, each receive a salary of $5,000, one from the 
state government and one from a brokerage house. 
The former is exempt from the Federal income tax 
while the latter is not, although, if other conditions 
be equal, one income is just as able to pay a tax 
as the other. The exemption of all incomes from 
states and municipalities from the Federal income 
tax means that the rest of the people have to be 
taxed an amount sufficient to equal that which would. 
have been received had such incomes been taxed. 

The inability of one governmental unit to tax 
the securities issued by another likewise results in 
a subsidy. Suppose a city decided to build a public 
library, construct an air port, or undertake some 
other activity for which it must issue $500,000 in 
bonds. Since the income from these are not sub- 
ject to the Federal income tax, the interest paid is 
but 5 per cent instead of 6 per cent, which would 
have been necessary had the tax been applicable. 
The Federal Government has in reality granted the 
city a subsidy in an annual saving of $5,000 inter- 
est charge. But the Federal Government, on the 
other hand, has lost in taxes, and this loss must 
be shouldered by other taxpayers. 

This necessary exemption of the income of state 
and local securities from the Federal tax has been 
particularly troublesome in the application of pro- 
gressive rates. The principle of progression is that 
one’s ability to pay taxes increases more rapidly 
than his income and that therefore the rate should 
increase as the income increases. At the close of 
the war the Federal rates were steeply progressive, 
the surtax rates reaching a maximum of 65 per cent. 
Since then they have been greatly reduced, until 
at present these same rates range from 1 per cent 
to 20 per cent. Under these conditions an indi- 
vidual with a large income, all subject to the pro- 
gressive rates, finds that the part in the higher 
brackets is subject to a high rate of tax. He may 
change a part of his investment to bonds which 
are not taxable, and thus reduce his taxable income 
so that it falls in the brackets of low rates. The 
saving in the tax will more than compensate for 
the lower interest received on the tax exempt bonds. 
It must not be forgotten that, to the extent that this 
is practiced, the reduction of receipts to the govern- 
ment must be secured from other taxpayers and it 
is these who are subsidizing the holders of tax-ex- 
empt securities. 

The more steeply progressive the rates, of course, 
the more the incentive for investment in securities 
exempt from taxes, and the greater the amount 
which must be raised from other sources. Because 
of the high rates in existence at the end of the war 
the results were considered so to thwart ‘the prin- 
ciple of justice in taxation that a movement was 
inaugurated to allow, through a constitutional 
amendment, a reciprocal taxing of governmental se- 
curities. This solution to the problem was frus- 
trated largely by representatives from the southern 
states because of the benefits to be received from 
the subsidies involved. To begin now to tax the 
incomes from state and local securities would de- 

(Continued on Page 351.) 


































































































































































































































































































A Conclusive Presumption v. the 
Constitution 


By Ear W. SHINN* 


HE Federal Estate Tax bears at least the 
| stamp of antiquity as a part of Federal taxa- 
tion. As long ago as 1797 there was imposed 
under the Stamp Act of that year an inheritance 
tax. This latter Act was in force five years. The 
Civil War was responsible for the next law of this 
nature, imposed in 1862 for a life of eight years; 
while the Spanish American War produced the Act 
of 1898 which remained in force four years. Within 
the last decade appeared the Revenue Act of 1916, 
Title II of which was termed “Estate Tax,” amend- 
ed twice in 1917. This was followed in succession 
by the Revenue Acts of 1918 and 
1921, with Title IV designated as 
the “Estate Tax,” and the Revenue 
Acts of 1924 and 1926, in which 
those provisions are grouped under 
Title III. 

In principle, the Estate Tax im- 
posed by the Revenue Acts subse- 
quent to the Sixteenth Amendment 
is not to be construed as a tax on 
the property of the decedent, nor on 
the succession or receipt of benefits 
under the law or will, but rather 
upon the transfer of the net estate. 
It may be construed as a gift tax only 
upon the theory that it is a tax im- 
posed upon gifts of a testamentary 
character. (Y. M. C. A. v. Davis, 
264 U. S. 47; Knowlton v. Moore, 
178 U. S. 41). The intention of 
the lawmakers was to impose a tax 
upon the value of the estate, inter- 
preted and intended to mean the fair 
or market value, insofar as the 
aggregate net value, as determined, 
shall yield a fair tax to the Government and fair to 
those upon whom it is imposed. Property, the value 
of which must be included in the gross estate, is speci- 
fied by statute so sufficiently explicit as to leave little 
or no doubt as to the items intended. Among those 
items specified, to quote from the statute, is: 

Any interest of which the decedent has at any time made 
a transfer or with respect to which he has at any time 
created a trust, in contemplation of or intended to take 
effect in possession or enjoyment at or after death, except 
in case of a bona fide sale in consideration of money or 
moneys worth. 

Prior to the passage of the Revenue Act of 1926 
the provision above quoted was qualified as fol- 
lows: 

Any transfer of a material part of his property in the 
nature of a final disposition or distribution thereof made 
by the decedent within two years prior to his death with- 
out such a consideration shall, unless shown to the con- 


trary, be deemed to have been made in contemplation of 
death within the meaning of this title. 


* Of the District of Columbia Bar. 
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(Sec. 202(b), Revenue Act of 1916; Sec. 202(b), 
Revenue Act of 1917; Sec. 402(c) of the Revenue 
Acts of 1918 and 1921, and Sec. 302(c) of the Revy- 
enue Acts of 1924 and 1926.) 

With the enactment of the Revenue Act of 1926 
this particular section of the statute was changed 
by legislative fiat so that the qualifying provision 
last above quoted reads as follows: 

Where, within two years prior to his death but after 
the enactment of this Act and without such a considera- 
tion, the decedent has made a transfer, or transfers, by 
trust or otherwise, of any of his property, or an interest 
therein, not admitted or shown to have been made in con- 

templation of or intended to take effect 
in possession or enjoyment at or after 
his death, and the value or aggregate 
value at the time of such death of the 
property or interest so transferred to 
any One person is in excess of $5,000, 
then to the extent of such excess such 
transfer or transfers shall be deemed 
and held to have been made in con- 
templation of death within the meaning 
of this title. 

However, this particular section of 

the statute goes on to provide that al- 
. though the transfer be made within 

two years prior to the death of de- 
cedent, but prior to the enactment of 
the Revenue Act of 1926, it shall, 
unless shown to the contrary, be 
deemed to have beén made in con- 
templation of death. In other words, 
with the enactment of the Revenue 

Act of 1926 Congress saw fit to 

abolish the prima facie presumption 

and create an absolute presumption 

that gifts or voluntary transfers 

made within two years prior to the 
date of death are made in contemplation of death— 
are testamentary in character. 


It is not proposed in this article to enter into 
a discussion of the motives which prompted this 
sweeping legislative enactment, for to do so would 
necessitate, to a great extent, an exploration of 
the realm of assumption. That the Treasury De- 
partment, under the authority of the prima facie 
presumption, as contained in the earlier Acts, was 
able to collect an Estate Tax on but few transfers 
of this character is too well known to warrant other 
than passing mention. The reason is obvious. 
Whether or not a transfer is deemed to have been 
made in contemplation of death is purely a question 
of fact in the determination of which the donor’s 
age, his physical condition at the time and the length 
of time he actually survives must be taken into ac- 
count. Under the prima facie presumption the tax- 
payer was usually able to prove that the transfer 
was a bona fide gift, and hence not testamentary 
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in nature so as to warrant its inclusion as a part 
of the taxable property of his estate. As the pro- 
vision under consideration was intended to prevent 
evasions of estate tax by distributions to members 
of a family, or others, just before the death of the 
owner, it is but sufficient to state that Congress was, 
no doubt, persuaded to believe that the prima facie 
presumption served as an aid rather than a deter- 
rent to evasion, and created the absolute presump- 
tion with consequent taxation, on the theory that 
it is better to subject all such transferred property 
to a tax, regardless of the facts, than to permit one 
doubtful case to escape. 


Bold and sweeping legislative action is invariably 
subjected to a test of its constitutionality, and this 
particular enactment is no exception. In the fol- 
lowing discussion, which must be made too brief 
for more than casual reference to the most general 
and elementary principles of constitutional law, 
some of these tests are applied. 


If the conclusive presumption be construed to de- 
ny a taxpayer the right to prove that the transfer 
made by him was not in fact made in contempla- 
tion of death, and imposes a tax on the value of 
the property so transferred, contrary to the facts, 
it operates to deprive the taxpayer of his property 
without due process of law. 

As heretofore indicated, a tax of such nature and 
form can be justified only when based upon the 
theory that it is a levy on a distribution of a testa- 
mentary character. Such a tax has been often re- 
ferred to as a death duty. Taxes of this nature 
are deemed to relate not to the property itself, but 
to its passage by will or by descent in cases of in- 
testacy, as distinguished from taxes imposed on 
property, real or personal. Thus the Supreme Court 
of the United States in Knowlton v. Moore, 178 U. S. 
41, states: 

Although different modes of assessing such duties pre- 

vail, and although they have different accidental names, 
such as probate duties, stamp duties, taxes on the trans- 
action, or the act of passing of an estate or a succession, 
legacy taxes, estate taxes, or privilege taxes, nevertheless 
tax laws of this nature in all countries rest in their es- 
sence upon the principle that death is the generating source 
from which the particular taxing power takes its being, 
and that it is the power to transmit, or the transmission 
from the dead to the living, on which such taxes are more 
immediately rested. 
Therefore, in order to justify a tax on the value of 
property transferred by a decedent within a period 
of two years, two months or two days, prior to 
his death, the transfer must assume the nature of_a 
testamentary disposition which, of course, the stat- 
ute in this case accomplishes by using the phrase 
“in contemplation of death.” Whether or not a 
transfer has or has not been made in contemplation 
of death, being entirely a question of fact, the de- 
termination thereof must necessarily be dependent 
upon the evidence in each case. Nevertheless Con- 
gress has seen fit to substitute for the evidentiary 
facts a conclusive presumption, thus paving a clear 
and unobstructed pathway leading into that morass 
of arguments and dissertations dealing with the Due 
Process of Law guaranty of the Constitution. 

The phrase “due process of law” properly cannot 
be defined so as to draw a clear and distinct line, 
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applicable to all cases, between those which con- 
stitute due process of law and those which do not. 
As generally understood, it is referred to as the law 
in the regular course of administration through 
courts of justice. While the Constitution does not 
prescribe what principles are to be applied to as- 
certain whether there has been due process of law, 
there are certain immutable principles of justice in- 
herent to the very idea of free Government which 
cannot be disregarded. It includes all steps essen- 
tial to deprive a person of life, liberty or property ; 
it includes all the forms and requirements essen- 
tial to its application and to give effect to it. In 
determining whether the requirements have been 
observed, regard must be had rather to substance 
than to form, for the mere form of proceeding can- 
not correct the process used into due process of 
law if the result is to illegally deprive a person 
of his property without compensation or interfere 
with him in the disposition thereof. Moreover, it 
is a general guarantee operating on all persons in 
like circumstances, and not a partial or private law 
affecting the rights of a particular individual or 
class of individuals in a way in which the same rights 
of other persons are not affected. 

The right of a citizen to due process of law must 
rest upon a basis more substantial than favor or 
discretion or judgment, and there are many instances 
of statutes being held unconstitutional on the ground 
that they fix an arbitrary power and discretion over 
matters protected by the Constitution. (Roller v. 
a 176 U. S. 398; Bradley v. Richmond, 227 U. S. 
477.) 

The essential elements of due process of law are 
notice, an opportunity to be heard, and to defend 
in an orderly proceeding adapted to the nature of 
the case. (Lent v. Tillson, 140 U. S. 316; Simon v. 
Kraft, 182 U. S. 427.) Due process of law clearly 
implies the right of the person effected thereby to 
be present before the tribunal which renders judg- 
ment concerning his life, liberty or property, to 
be heard by testimony or otherwise, and to have 
the right of supporting by proof every material fact 
which bears upon the question of the right in the 
matter involved. 

It is equally true that the legislature has the 
right to establish rules of evidence not in conflict 
with the Constitution or rights guaranteed thereby. 
Under this power it may decree that a certain fact 
shall be prima facie evidence of another fact which 
it has a tendency to prove. There are fixed bounds, 
however, to the power of the legislature over the 
subject of evidence which must not be exceeded. As 
to what shall be evidence, and who shall assume 
the burden of proof, its power is unrestricted so 
long as its rules are practical and uniform; but 
it lacks the power to fix rules which prohibit a 
party from exhibiting his rights, since this power is 
equivalent to a denial to him of due process of law. 
A conclusive presumption cannot be established 
which operates to preclude the actual facts, thus 
preventing the assertion of the truth. As the Cir- 
cuit Court of Appeals said in Shwab v. Doyle, 269 
Fed. 321: 


Of course a presumption can never be allowed against 
ascertained and established facts. 
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In view of the very general principles just stated, 
it would appear that the conclusive presumption 
contained in Section 302(c) of the Revenue Act of 
1926, as hereinbefore set forth, operates to deprive 
the taxpayer of rights to which he is entitled, as a 
constitutional guaranty. It is clear that the pre- 
sumption denies to a taxpayer the right to prove 
that a transfer made by him was not in fact made 
in contemplation of death. It is conclusive, and 
cannot be overcome by evidence. The taxpayer is 
not only denied a hearing, but under the terms 
of the provision the actual facts are immaterial. 
There can be no doubt but what, under this provi- 
sion, a tax is imposed on the value of property, 
in many instances, contrary to the actual facts. 
Common knowledge and experience teach us that 
aged people frequently give property to their chil- 
dren because of their desire to help them and with- 
out any thought whatsoever of impending death. 


The average taxpayer has no great aversion to 
paying a tax upon the income which he may de- 
rive from his labor, or from the use of his capital, 
but rebels against a property tax of any nature or 
kind. Yet, under the statute herein discussed, the 
taxpayer realizes he cannot safely make a gift with- 
out subjecting the value thereof to tax at the time 
of his death, although prior thereto the res of the 
gift may have been disposed of at a profit which 
is also tax paid. The taxpayer realizes that his 
estate may be faced with the anomalous situation 
of paying a tax on the property of another. Ob- 
viously, the statute in disregard of actual facts op- 
erates to interfere with the power of free distribu- 
tion of property by its owner, and thus deprives a 
taxpayer of due process of law. 

On the other hand, if the provision of the statute 
operates to include voluntary transfers, or gifts 
not made in contemplation of death merely because 
they were made within two years prior to the death 
of the donor, it creates a classification which is both 
arbitrary and unreasonable. Delving again for a 
moment into the realm of constitutional law, it has 
been repeatedly said that the guarantee of the equal 
protection of the laws means that no person or class 
of persons shall be denied the same protection which 
is enjoyed by other persons, or other classes of 
persons, in like circumstances, in their lives and 
liberty and their property in the pursuit of happi- 
ness. (6 R. C. L. 370; Moore v. Missouri, 159 U. S. 
673; Santa Clara County v. Southern Pacific Rail- 
way Company, 118 U. S. 394.) The constitutional 
guaranty requires that all persons be treated alike, 
both in privileges conferred and in the liabilities 
imposed, as well as exemptions from liabilities. 

While class legislation is prohibited by the Con- 
stitution, the guaranty does not preclude a reason- 
able classification of persons or things, for legisla- 
tive purposes. In determining the legality of the 
classification for legislative regulation, the subject, 
the character, extent and purpose of the regula- 
tion, and other things must be considered. One 
of the essential requirements of the classification, 
in order that it not violate constitutional rights, is 
that the classification must not be capricious or 
arbitrary, but based upon some adequate distinc- 
tion. Legislatures cannot create a class and make 
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it so binding upon the Courts that the latter are 
bound to accept such classification as legal. The 
general rule is that no one may be subject to any 
greater burdens or charges than are imposed on 
others in the same conditions or in like circum- 
stances. If there be a classification it must rest 
upon some reasonable distinction. 

The provision of the statute herein under con- 
sideration creates two classifications of property 
transfers, namely, those made within two years of 
death which are conclusively presumed to have been 
made in contemplation of death, and those made 
at other times which are not. No adequate basis 
exists for such a classification. Thus applied, the 
statute unquestionably operates to include trans- 
fers in many cases not made in contemplation of 
death, merely because they were made within two 
years of death. The reasoning has been advanced 
that the provision does not declare a gift not made 
in contemplation of death to be actually made in 
contemplation of death, but rather declares that if 
the gift is made within two years of the donor’s 
death it shall, for taxation purposes, be construed 
to fall within the class of gifts made in contem- 
plation of death. This argument fails when it is 
observed that the legislature is forbidden to deny 
due process of law or the equal protection of the 
laws, for any purposes whatsoever. (Seeemiper v. 
Wisconsin, 270 U. S. 230.) 


While this particular settion of the statute has 
not yet been tested in the crucible of justice, the 
classification it creates has heretofore been sub- 
jected to judicial analysis, and in each case where 
passed upon by a court of last resort, statutes with 
similar provisions have been declared unconstitu- 
tional. The leading case dealing with this subject 
is Schlesinger v. Wisconsin, supra, decided by the 
Supreme Court in 1926. The validity of a statute 
of the State of Wisconsin, providing that every 
transfer made within six years prior to the death 
of the grantor without adequate consideration should 
be construed to be made in contemplation of death, 
was upheld by the Supreme Court of the State, and 
the matter was certified to the Supreme Court of 
the United States for an opinion. That Court held, 
first, that said statute was a denial of equal pro- 
tection of the laws in violation of the Federal Con- 
stitution; second, that graded taxes cannot be 
imposed upon any gift not of a testamentary char- 
acter; third, that rights granted by the Federal Con- 
stitution to one person cannot be infringed to 
prevent violation of the law by another person, and 
fourth, classification for purposes of taxation must 
rest upon some reasonable distinction. Mr. Justice 
McReynolds delivered the opinion of the Court, 
and said: 

The challenged enactment plainly undertakes to raise 
a conclusive presumption that all material gifts within six 
years of death were made in anticipation of it and to lay 
a graduated inheritance tax upon them without regard 
to the actual intent. The presumption is declared to be 


conclusive and cannot be overcome by evidence. It is 
no mere prima facie presumption of fact. 

The court below declared that a tax on gifts inter vivos 
only could not be so laid as to hit those made within six 
years of the donor’s death and exempt all others—this 
would be “wholly arbitrary.” We agree with this view 

(Continued on Page 349.) 
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A. B. A. Recommends Amendment of 
Statute Limiting Tax Suits 


T THE 53rd annual meeting held at Chicago, 
A aususe 20-22, the American Bar Association 
approved a bill submitted by the Special Com- 
mittee on Federal Taxation to amend Section 3226 
of the Revised Statutes, as amended, relating to 


limitations upon suits and proceedings by taxpayers. 
The proposed bill follows: 


(Matter to be omitted in brackets; new matter in italics.) 


Be it enacted by the Senate and House of Representatives 
of the United States of America in Congress assembled, 


Section 1. Section 3226 of the Revised Statutes, as 
amended, as reenacted by Section 1113 of the Revenue 
Act of 1926, is hereby amended to read as follows: 


“Sec. 3226. No suit or proceeding shall be maintained 
in any court or in the Board of Tax Appeals for the re- 
covery of any internal-revenue tax alleged to have been 
erroneously or illegally assessed or collected, or of any 
penalty claimed to have been collected without authority, 
or of any sum alleged to have been excessive or in any 
manner wrongfully collected, until a claim for refund or 
credit has been duly filed with the Commissioner of In- 
ternal Revenue, according to the provisions of law in that 
regard, and the regulations of the Secretary of the Treasury 
established in pursuance thereof; but such suit or pro- 
ceeding may be maintained, whether or not such tax, 
penalty, or sum has been paid under protest or duress. No 
such suit or proceeding shall be begun before the expira- 
tion of six months from the date of filing such claim 
unless the Commissioner renders a decision thereon within 
that time, nor after the expiration of five years from the 
date of the payment of such tax, penalty, or sum, unless 
such suit or proceeding is begun within two years after 
the Commissioner shall have sent notice to the taxpayer by 
registered mail of the disallowance of the part of such 
claim to which such suit or proceeding relates. The 
Commissioner shall within 90 days after any such disal- 
lowance [notify the taxpayer thereof by mail] send notice 
thereof to the taxpayer by registered mail. In lieu of suit 
in any court, the taxpayer may, within two years after such 
notice is mailed, file a petition with the Board of Tax Appeals 
for a redetermination of any income, war-profits, or excess- 
profits tax, or estate tax, and if the Board finds that the tax- 
payer has made an overpayment of such tax, the amount 
thereof shall, when the decision of the Board has become 
final, be credited or refunded to the taxpayer in the same 
manner as an overpayment of tax found by the Board where 
the taxpayer has filed a petition for a redetermination of a 
deficiency.” 

Sec. 2. This Act shall take effect upon its enactment; 
and shall apply to all claims for refund or credit with 
respect to which the Commissioner of Internal Revenue 
shall have mailed notice of disallowance within two years 
preceding the date of its enactment, or with respect to 
which, although disallowed, the Commissioner shall not 
have mailed notice of disallowance at the date of enact- 
ment of this Act, and in such cases a suit or proceeding 


may be maintained if begun within one year after the 
enactment of this Act. 


The Special Committee on Federal Taxation sub- 
mitted the following interesting report: 

An organization meeting of the committee was held in 
Washington on December 16, 1929, and several informal 
meetings have since been held. 

Because of the lack of any internal revenue legislation 
by Congress other than the 1 per cent reduction in the 
income tax rates, the attention of the committee has been 
chiefly directed to problems of tax administration and to 
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proposals for changes in the tax statutes. Close touch 
has been maintained with the Board of Tax Appeals and 
the Treasury Department. Incidental thereto, in Decem- 
ber some of the members of the committee, in honor of 
recently retiring members of the Board of Tax Appeals, 
arranged a dinner at which most of the old and new 
members of the Board and several officers of the Treasury 
Department were present. 

Under the sponsorship of the Treasury Department a 
bill (H. R. 10165) to reduce international double taxa- 
tion was introduced in the House of Representatives in 
February, but will probably not be seriously considered 
until next fall, in connection with other revenue legisla- 
tion. Your committee approves the basic idea of the bill, 
the grant of reciprocal exemptions by the United States 
and concurring foreign countries, but it is not yet satis- 
fied with the form of the measure. In fact, Dr. Thomas 
S. Adams, out of whose studies and collaboration with 
representatives of other governments the bill has taken 
shape, frankly admits its weaknesses. (See report of hear- 
ings before the Committee on Ways and Means, Febru- 
ary 28 and March 1, 1930.) 

In the last year the Congressional Joint Committee on 
Internal Revenue Taxation has issued reports on life in- 
surance companies (Part 6), capital gains and losses (Part 
7), and depletion (Part 8), and a report on refunds and 
credits pursuant to Section 710 of the Revenue Act of 
1928, in addition to its separate reports previously issued 
on plan of procedure (Part 1), depletion of oil and gas 
(Part 2), evasion of surtaxes by incorporation (Part 3), 
chart of state and local taxation (Part 4), and earned 
income (Part 5), and to its general report in three volumes 
published in 1927. Of the recent reports recommending 
legislation, that on capital gains and losses is perhaps 
of the widest interest. It proposes, in place of the exist- 
ing simple, if arbitrary, tax of 12%4 per cent., a com- 
plicated calculation which is no less arbitrary. As it is 
uncertain how far these reports, or any of them, may 
be considered in connection with future revision of the 
revenue acts, it seems inexpedient as yet to comment on 
them more extensively. 

As indicated in its report of last year (A. B. A. Re- 
ports, Vol. 54, pages 100 and 340), the predecessor to your 
committee sought to secure from the Treasury Depart- 
ment especially careful and liberal consideration of claims 
for refund based on special assessment, which were not 
subject to review in the courts. Although certain changes 
were made in the manner of consideration of such claims, 
your committee believes that this difficult subject matter 
is still not adequately provided for. While your com- 
mittee is not altogether sure that the Association should 
support a grant of additional jurisdiction to the United 
States Board of Tax Appeals limited to special assess- 
ment cases, with respect to which a bill has been intro- 
duced in the Senate, nevertheless, if, as recommended by 
your committee, the United States Board of Tax Appeals 
be given general jurisdiction over actions for the refund of 
federal taxes, this special class of special assessment cases 
will share in the benefits. 
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The committee of 1927-1928 (A. B. A. Reports, Vol. 52, 
pages 105, 398) opposed the enactment of Section 611 of 
the Revenue Bill of 1928, attempting in many cases to 
revive taxes extinguished or barred by the statute of 
limitations, but it was enacted in abbreviated and garbled 
form. The committee of 1928-1929 (A. B. A. Reports, 
Vol. 53, page 343) commented on the conflict of decisions 
which Section 611 had provoked. One case, that of the 
Circuit Court of Appeals for the Ninth Circuit in Graham 
and Foster v. Goodcell, 35 Fed. (2d) 586, is now before the 
Supreme Court on writ of certiorari, and will probably be 
argued this fall. 


II. 


In support of its second recommendation prefixed to this 
report, your committee calls attention to the fact, at 
present, actions may be brought in the Court of Claims 
and to a limited extent in the District Courts of the 
United States for the refund of Federal taxes claimed 
to have been erroneously collected. Only in the Court of 
Claims does this procedure afford, however, a tribunal 
which may be said to have given any special attention 
to Federal tax problems, and even that court is very 
largely concerned with claims against the United States 
which have no relation to questions of taxation. The 
United States Board of Tax Appeals, on the other hand, 
is a selected body of men who are giving their entire 
attention to no other subject than the determination of 
income and estate taxes which may be owed by tax- 
payers to the Federal Government. 

Under existing law, while the jurisdiction of the Board 
of Tax Appeals does extend to finding that a refund of 
taxes may be due the taxpayer, such a finding may be 
reached only if the Commissioner of Internal Revenue 
has first made claim that the taxpayer is further indebted 
to the United States for the year in question. The tax- 
payer may then appeal that determination to the Board 
and make a counterclaim to the deficiency asserted by the 
Commissioner. No power, however, lies in the taxpayer 
to initiate before the Board of Tax Appeals an action for 
taxes which should be refunded to him, even though the 
Government claims that a tax for another year is due from 
the taxpayer. 

In the Board of Tax Appeals we have a group of men 
most of whom have been appointed because of their 
peculiar familiarity with tax questions and a large major- 
ity of whom have now had considerable experience in 
interpreting the internal revenue laws. They are “tax- 
minded” men, familiar with the correlations and implications 
of a particular question as related to the associated 
problems, although these may not be present in the im- 
mediate case. Historically, the Board of Tax Appeals in 
its six years of existence has shown an independence of 
judgment and a refusal to be bound by decisions of the 
Bureau of Internal Revenue, particularly those which may 
have turned upon administrative convenience. Those deci- 
sions of the Board which have gone to the appellate courts 
much more frequently have been sustained than they have 
been overthrown. Since the enactment of the Revenue 
Act of 1926, authorizing appeals to the Circuit Court of 
Appeals from Board decisions, there had been up to 
October 31, 1929, 178 Board decisions affirmed, 110 reversed 
and 15 modified. Of the latter, 32 cases were tied up in 
one reversal. (See statements of Logan Morris before 
sub-committee of House Committee on Appropriations, 
1930, page 21.) 
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It is believed that the procedure before the Board of 
Tax Appeals in the case of the rejection by the Commis- 
sioner of Internal Revenue of refund claims filed by tax- 
payers can be made, with minor adjustments, quite similar 
to that in the appeals now taken from deficiencies pro- 
posed by the Commissioner of Internal Revenue. These 
proceedings probably call for no additional machinery or 
personnel on the Board or in its staff. While the pre- 
decessors of the present committee refrained from joining 
in an earlier effort to bestow jurisdiction upon the Board 
of Tax Appeals to consider refund claims, because of a 
belief that the Board would be swamped if such authority 
were given to it too early in its existence, we are now 
confident that the progress the Board has made in dispos- 
ing of the deficiency cases brought before it warrants a 
creation of the larger jurisdiction. On December 1, 1928, 
there were 20,241 cases pending before the Board. In 
eleven months this number had been reduced to 17,124, 
showing a gain of over 3,000 cases. It may well be that 
within the course of the next year and a half the Board 
will be so close to current with its calendar that, if this 
body of specially trained men is to be held together, ad- 
ditional business must be provided for them. 


With the propriety of appeals from the Board of Tax 
Appeals to the Circuit Courts established in Old Colony 
Trust Company v. Commisisoner of Internal Revenue, 279 
U. S. 716, this same appellate procedure can be extended 
to decisions of the Board on refund actions, and the 
satisfactory correctives of courts of general jurisdiction 
applied where the technical point of view may be over- 
stressed. 


In view of the practice of the Board in holding hear- 
ings at various points in the country wherever the volume 
of business warrants the sitting of a Board member, it 
is felt that the creation of a jurisdiction over refund claims 
in that body will make procedure on such actions less 
expensive and more readily available for taxpayers other 
than those close to the Court of Claims. With this ad- 
vantage, plus the demonstrated technical ability of the 
present personnel of the Board, it is believed that legisla- 
tion furthering such jurisdiction will be in the interest of 
taxpayers, the members of the bar, and the general public. 
Incidentally, it will tend to relieve the present congestion 
in the District Courts. 


It should perhaps be added, to avoid any possible mis- 
understanding, that the jurisdiction recommended relates 
only to the trial of proceedings brought after rejection 
of a claim for refund by the Commissioner of Internal 
Revenue, and not to the review of claims allowed or under 
consideration by the Commissioner of Internal Revenue. 
To the latter extension of jurisdiction, if seriously pro- 
posed, your committee would be definitely opposed. 


III 


Further revision of the internal revenue statutes looms 
as a probability of the winter of 1930-1931. In connection 
with such prospective legislation, as in co-operating with 
the Congressional committees dealing with internal rev- 
enue taxation, the Board of Tax Appeals and the Treas- 
ury Department, there is a continuing field of usefulness 
for your Committee on Federal Taxation. 


HucuH SATTERLEE, (Chairman), GrorceE M. Morris, (Sec- 
retary), Louis A. Lecuer, Ropert N. Miter, Murray M. 
SHOEMAKER, AUDLEY W. SHANDs, JOSEPH J. WEBB. 
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Palmolive Reorganization Held Futile as Wisconsin 
Tax Reducer 


HE Palmolive Company (a Delaware corpora- 
tion), one of a group of companies interrelated 
with the Palmolive Company of Wisconsin, was de- 
nied an injunction by the United States District 
Court of the Western District of Wisconsin to pre- 
vent collection of additional state income taxes as- 
sessed under the Wisconsin law for the years 1924, 
1925 and 1926.1. The litigation is of more than local 
interest, owing to the possible loss of revenue by 
states where income taxes are levied, in the 
event that such corporate devices and intercompany 
contracts as effected by the Palmolive interests are 
held to be valid means of state income tax avoidance. 
The taxable income reported by the plaintiff for 
the years under consideration was more than 
$2,000,000 less than that computed by the state tax 
authorities without recognition of the reorganization 
and resulting intercompany contracts, which re- 
duced the earnings of the Wisconsin company, as 
affecting the state income tax liability. 

The original Palmolive Company of Wisconsin 
was incorporated in 1894 and since then has had its 
manufacturing establishment in Milwaukee. Ac- 
cording to the findings of the Federal District Court, 
in the process of the reorganization, referred to 
above, two new corporation were created—one in 
1923, which became first the Eastern Operating 
Company, later the Palmolive Company (of Del- 
aware), and later the Palmolive-Peet-Colgate Co., 
its present name, and another in 1927 became Palm- 
olive Company (of Delaware). The Palmolive-Peet- 
Colgate Co., designated as the Parent Company, 
became owner of property transferred to it by the 
Wisconsin Company, constituting all tangible prop- 
erty outside of Wisconsin and all intangibles con- 
sisting of trademarks, trade secrets, goodwill, etc., 
and of all the capital stock of the plaintiff (Palm- 
olive Company [of Delaware]). Plaintiff became the 
owner of the Milwaukee plant and of all the capital 
stock of Wisconsin Company. The latter remained 
the owner of the inventory at Milwaukee and the 
accounts receivable relating to Wisconsin business. 
The properties of the three companies remained in 
this status throughout the taxable period. The 
three companies were governed by officers and di- 
rectors substantially identical. The Parent Com- 
pany established its office in Chicago where it oc- 
cupied seven floors. Plaintiff had no separate offices 
and no full time employees. Its transactions were 
few, and its books and records were kept by the 
office force of the Parent Company. 

Plaintiff leased the manufacturing plant and 
equipment occupied by Wisconsin Company at Mil- 
waukee, and conveyed by the latter to plaintiff, to 
the Wisconsin Company for a fixed rental in 1924 of 
$120,000 plus taxes and repairs, and in 1925 and 1926 
for 5%4 per cent of the investment therein plus de- 
preciation. The rental for 1925 was $234,394 and 
for 1926 $231,108. 

The Parent Company contracted with Wisconsin 
Company for the year 1924 to buy the latter’s entire 


1 The Palmolive Company, a Deiaware Corp. v. W. J. Conway et al. 
as members of the Wisconsin Tax Commission, and Patrick McManus 
as Treasurer of Milwaukee County. 
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output of Palmolive soap, except such as Wisconsin 
Company might sell in Wisconsin, at factory cost 
plus 3 per cent. For 1925 and 1926 the purchase 
price was factory cost plus 6 per cent. The Wis- 
consin Company for the period of 1924, 1925 and 
1926 received, according to the Court’s-opinion, an 
average price per gross for the product sold Parent 
Company of $3.52 and for the product sold in the 
trade in Wisconsin of $9.24, while the Parent Com- 
pany received from the trade for its soap manu- 
factured by the Wisconsin Company an average of 
$9.14. This resulted in an average gross profit to 
the Wisconsin Company of 17 cents per gross on the 
goods sold to the Parent Company and of $5.78 on 
the goods sold direct to Wisconsin trade, while the 
Parent Company in the same years realized upon the 
soap manufactured by the Wisconsin Company for 
it of $5.61 per gross. Asa result of this arrangement 
gross profit of the Wisconsin Company for the three 
years 1924, 1925, and 1926 was less than 10 per cent 
of the gross profit for the three preceding years, 
though the volume of articles sold was greater. 

The issue, as stated by the Court, was whether, 
with the same business in Wisconsin as before, the 
taxpayer has by its contracts so manipulated its 
organization and contracts and relations to cover 
up the true income attributable to Wisconsin prop- 
erty and business; whether the court may go behind 
the contracts of the co-related corporations, or 
whether it is bound by the same. 

The Court concluded from the evidence that 
“under the undisputed circumstances shown, and the 
intercorporate relatians shown, the contract of fac- 
tory cost plus percentage manufacture and sale to 
the parent company constituted a fraud upon the 
income tax laws of Wisconsin.” Following are 
further quotations from the opinion, written by Dis- 
trict Judge Walter C. Lindley: 

Though a corporation, like a natural person, may freely 
change its residence at will for no other purpose than to 
escape taxation in Wisconsin (Will of Heymann, 190 Wis. 
97, 104; In re Village of Chenequa, 197 Wis. 163, 169); 
though corporations may be interrelated by means of com- 
mon directors or common ownership of stock and yet 
make valid contracts (Smith v. Chase & Baker Piano Mfg. 
Company, 197 Fed. 466); and though tax commissions are 
ordinarily not concerned with the question as to the 
wisdom of such contracts and may not generally obtrude 
their judgment as to the wisdom of such contracts upon 
such corporations (Yokam v. Providence Biltmore Hotel 
Company, 34 Fed. (2) 533, 538; S. W. Tel. v. Public Service 
Com., 262 U. S. 276, 289; U. F. Gas Co. v. R. R. Com. of Ky., 
278 U. S. 300) yet commissions as well as courts may 
legitimately look beyond the corporate entities and de- 
termine the facts as they are. In the language of the 
Supreme Court “while the statements of the law thus relied 
upon are satisfactory in the connection in which they were 
used, they have been plainly and repeatedly held not ap- 
plicable where stock ownership has been resorted to, not 
for the purpose of participating in the affairs of a corpo- 
ration in the nominal and usual manner, but for the pur- 
pose, as in this case, of controlling a subsidiary company 
so that it may be used as a mere agency or instrumentality 
of the owning company or companies.” (Chicago, Mil- 
waukee & St. Paul Railway Co., et al. v. Minneapolis Civil & 
Commerce Ass’n., 247 U. S. 490). In such cases “the courts 
will not permit themselves to be blinded or deceived by 
mere forms or law but, regardless of fictions, will deal with 
a substance of the transaction involved as if the corporate 
agency did not exist and as the justice of the case may 
require.” (C. M. & St. P. Ry. Co., et al. v. Minneapolis Civil 
& Commerce Ass’n., 247 U. S. 490). They may freely go 
behind apparent distinct legal entities and ascertain whether 
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the circumstances prove a device to evade taxation and 
place an obstacle in the way of collection of a tax due 
under the law. 

Considering these propositions of law in the light of the 
evidence, the only logical conclusion is that the reorganiz- 
ation of the Wisconsin Company and the relations between 
the corporations named, took their rather cumbersome and 
involved nature for the purpose of evading the Wisconsin 
tax, and, for the purpose of giving the appearance of re- 
moving from the state all income of the ‘Wisconsin Com- 
pany over 6% plus factory cost, whereas in fact there was 
left within the state such activities as produced within the 
state much more income than the ostensible sum created 
by the contracts. To all intents and purposes the situation 
was the same as if the Milwaukee plant and its production 
were in fact part and parcel of the parent company. The 
creation and use of three corporations could serve no sub- 
stantial beneficial purpose except to appear to remove in- 
come from the state though still creating it within the 
state. 

* * * 

It cannot be said that this situation resulted from con- 
tractual relations between parties dealing at arms’ length. 
The same directors managed the three companies; the 
stock of all three beneficially at least belonged to one 
group, the stockholders of the parent company. There 
were no stockholders to insist that Wisconsin Company 
was being treated unfairly; no one to protect it against the 
demands of the parent company. Surely the state which 
created that company and permitted plaintiff to enter Wis- 
consin and there transact business, may in the enforcement 
of its sovereign rights, step in and say that it will look into 
its two children’s affairs and for the people of the state 
ascertain whether Wisconsin Company’s faithless trustees 
have, without regard to their fiduciary duties, transferred 
their company’s income to themselves under the cover of 
another corporate name, and thus deprived the state of 
its lawful right to insist that such income may pay a tax 
to the state of its creation. 

ess 

Plaintiff’s bill for injunction should be denied as to any 
and all parts of the relief prayed therein except as to such 
part of the additional assessments as grows out of the 
allocation of income of the Ruckingham Agency to plaintiff 
and Wisconsin Company. To that extent there should be a 
decree as prayed, and in all other respects plaintiff’s bill 
will be dismissed for want of equity at the cost of the 
plaintiff. 


| Court Decisions | 


Accounting Methods.—Where a taxpayer in 1918 changes 
from the accrual to the installment sales method of report- 
ing income, a proper proportion of the installment pay- 
ments received in 1918 and 1919 on account of sales made 
in 1917 and prior years should be included in income, not- 
withstanding the total profits from such sales were 
previously returned and taxed. 

Unrealized profits at January 1 of a given year on in- 
stallment sales made prior thereto should be excluded from 
invested capital for that year.—District Court of the United 
States, Eastern District of Washington, Northern Division, 
in a & Gibbs, Inc. v. The United States of America. No. 
L-445 

Affiliated Corporations.—Corporations are deemed to 
have been affiliated within the meaning of Section 240 
(b) of the 1918 Act where practically all the stock was 
owned by the members of the family of the founder of 
the business, certain confidential employees, and investing 
friends of the founder who were permitted to acquire the 
stock upon the personal invitation of the latter. A com- 
plete surrender of their rights as stockholders was made 
to the control of the personnel that dominated, and com- 
plete economic unity also existed—United States Circuit 
Court of Appeals, Third Circuit, in J. Rogers Flannery & 
Company v. Commissioner of Internal Revenue. The Flan- 
nery Bolt Company v. Commissioner of Internal Revenue. 
Vanadium Metals Company v. Commissioner of Internal 
Revenue——Nos. 4338-4340, March term, 1930. Decision of 
Board of Tax Appeals, 14 BTA 937, reversed. 
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Assessment—Reconsideration of Tax Liability—Com- 
missioner may reopen and reconsider tax liability determ- 
ined by him at any time within the limitation period in the 
absence of written agreement making the determination 
final_—District Court of the United States for the District 
of Wyoming in Christopher Barbour Collinson, Edgar Percy 
Lewis, and Richard F. Cooper, as Trustee, under the Will of 
Arthur Francis Thomas Cooper v. Marshall S. Reynolds, In- 
rs we and as Collector of Internal Revenue. No. 1440— 

ivi 

Contention of petitioner that an assessment was illegal 
because based upon a second inspection of his books of 
account without a notice in writing by the Commisioner 
that an additional inspection was necessary is held to be 
without merit and one that should not be considered by 
the appellate court because not raised before the Board. 
—United States Circuit Court of Appeals, Fifth Circuit, in 
R. T. Glassell v. Commissioner of Internal Revenue. No 5820. 
Decision of Board of Tax Appeals, 15 BTA 223. 


Banks—lInventories of Securities.—By reason of the nature 
of a national bank’s security transactions it is held to have 
been a dealer in securities, so that it could compute its income 
on the basis of inventorying its securities. Dissenting opinion 
points out that evidence does not indicate the amount of 
securities sold to customers as compared with the amount 
held for investment.—United States Circuit Court of Appeals, 
Second Circuit, in Harriman National Bank v. Commissioner 

of Internal Revenue. Decision of Board of Tax Appeals, 
14 BTA 743, reversed. 


Collection by Suit—The statute of limitations is held to 
have expired as to collection by suit against the trans- 
pe of corporate assets, on the authority of U. S. v. 

Updike decided by the Supreme Court on May 19, 1930.— 
United States District Court, So. District of New York, in 


United States of America v. Oscar Frommel & Bro. et al. 
E-34-333. 


Consolidated Returns.—Filing of separate returns for the 
entire calendar year 1922 by two corporations that became 
affiliated during the latter part of the year was an election 
to file on that basis, so that they could not, for 1923, make 
a consolidated return except by permission of the Com- 
missioner.—United States Circuit Court of Appeals, Eighth 
Circuit, in Robert H. Lucas, Commissioner of Internal Reve- 
nue v. St. Louis National Baseball Club. No. 8827, May 
term, 1930. Decision of Board of Tax Appeals, 15 BTA 
1192, reversed. 


Contributions, Deductible. — Contributions made by an 
individual to the Philadelphia Award in 1921 and 1922 
were deductible under Section 214(a) (11) of the 1921 Act 
permitting deduction of contributions to a “corporation 
organized and operated exclusively for religious, etc. pur- 
poses,” the Philadelphia Award being an association and 
therefore coming within the statutory meaning of “cor- 
poration,” and also coming within the requirements as to 
purpose, etc.—United States Circuit Court of Appeals, 
Third Circuit, in Marie Louise Bok et al., Executors of Ed- 
ward Bok, Deceased, v. Blakely D. McCaughn, Collector. 
No. 4292. Decision of lower court reversed. 


Contract of Sale Distinguished from Contract of Mort- 
gage—Depletion Allowance.—A contract of sale, and not 
a contract of mortgage or pledge was effected by an agree- 
ment whereby certain individuals (through one of their 
number acting as agent) transferred to a corporation an 
oil lease, the corporation liquidating an indebtedness of 
$350,000 against the lease and agreeing further to pay to 
the transferors 60 per cent of the oil produced until such 
payments should equal $325,000. After the 60 per cent 
interest in the oil should have netted $675,000 (the $325,000 
cash payment and the $350,000 liquidated liability) the deed 
of assignment which had been placed in escrow was to be 
delivered to the corporation. The individuals are liable 
for tax on the cash payments received on the oil, but not 
on the $350,000 liquidated indebtedness. 


No depletion is allowable to the individual assignors of 
the lease described above.—United States Circuit Court of 
Appeals, Fifth Circuit, in S. L. Herold v. Commissioner of 
Internal Revenue. No. 5766. Decision of Board of Tax Ap- 
pears, 17 BTA 933, reversed in part as to the first issue 
but affirmed in the second. 


(Continued on Page 348.) 
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Treasury Department statement given to the press on 
£4 August 21 indicated that in consequence of diminished 
revenues and increased government expenditures it seemed 
inadvisable to extend for the calendar year 1930 the 1 per 
cent income tax reduction which was applicable to indi- 
viduals and corporations for the calendar year 1929. 

The following day Secretary Mellon expressed the opin- 
ions that it was too early to talk definitely about the tax 
situation. Although he agreed with experts of the Treas- 
ury Department that the general business situation was 
unfavorable to reduction of income tax rates, he neverthe- 
less entertained “a very real hope that we may be able 
to make such a recommendation to Congress in December.” 
Attention was called to the fact that notwithstanding the 
$160,000,000 aggregate tax reduction for the year 1929, the 
Treasury Department closed the fiscal year ending on 
June 30, 1930 with a substantial surplus. 

A statement by President Hoover on August 22 was 
more optimistic as to the outlook for continuation of the 
reduced income tax rates. The President pointed out that 
foreign debt payments may be utilized for current expenses 
instead of being applied, as in the past, to debt reduction, 
and furthermore held out as probable a decrease of about 
$75,000,000 in current expenditures as a result of the econ- 
omy policy which has been inaugurated in government 
departments. 


During July and the first fifteen days of August, Treasury 
receipts were $54,766,985 less than in the similar period a 
year ago. The drop in foreign trade to the lowest level 
in fifteen years caused a reduction from last year in cus- 
toms collections, from July 1 to August 15, of $36,055,890. 

Returns from 455 representative companies for the first 
half of the year, compiled by Standard Statistics Co., Inc., 
show a decline of 26.3 per cent in earnings from the cor- 
responding period of 1929. This group includes companies 
that are financially the strongest and perhaps less vul- 
nerable to the effects of the depression than the numerous 
smaller companies not represented in the compilation. 
Hence, in view of the failure of business to show in- 
creased activity and better earnings in the third quarter 
of the year, it is now apparent that corporation taxes and 
personal income taxes received for the taxable year 1930 
will be considerably smaller than had been estimated. 

_ Meanwhile expenditures have increased. For the period 
from July 1 to August 15, Federal expenditures, exclusive 
of those made for debt retirement, were $29,086,698 greater 
than in the same period of last year. Heavy expenditures 
which the Farm Board has been called upon to make 
because of the depression in agricultural districts are also 
contributing to the possibility of a Treasury deficit in 
the current fiscal year. Moreover, unless a more pro- 
nounced upturn in business occurs during the remainder of 
the year than now seems to be in prospect, Congress will 


probably be called upon to make provision for unemploy- 
ment relief. 


A SUMMARY of the results of the enforcement of the 
41 provision of the revenue laws designated as Section 104 
in the Revenue Act of 1928 and Section 220 in the prior 
acts, written by Warren W. Grimes of the Office of the 
General Counsel, was published in the March, 1930, issue 
of the Nationat Income Tax Macazine. The following 
commentary, which appeared in the Wall Street Journal, 
August 8, 1930, gives additional information regarding 
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the administration of the provision for a 50 per cent income 
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Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get: 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to ali tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YGUR LETTERHEAD 
The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 
Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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tax penalty where corporations are found to be accumulat- 
ing an unreasonably large amount of profits, with the re- 
sult that their stockholders have escaped the surtax. 

“Latest figures of the government show that to March 1 
of this year collections under Section 104 of the Revenue 
Act of 1928 and Section 220 of prior acts, totaled 
$5,679,475. This figure does not include the amount pend- 
ing in court, the collection of which has been stayed by 
injunction proceedings ($682,586) nor does it include the 
large amount involved in cases pending before the U. S. 
Board of Tax Appeals. According to E. C. Alvord, special 
assistant to the Secretary of the Treasury in charge of 
taxes, who is the authority for the figures, there is no 
indication as to the amount of surtax which has been 
collected as the indirect result of the provision and its 
administration. 

“L. H. Parker, chief of the investigating staff of the 
Joint Committee on Internal Revenue Taxation, points 
out that this is a vast improvement over the situation 
which was shown in a special report made in January, 
1927, when only $75,000 had been collected to that date 
from 1918, when the penalty provision was first adopted. 

“It is shown, therefore, that the section was not rea- 
sonably operative until the 1924 act was passed, and that 
from that date to 1927 revenue derived under its provisions 
totaled only $75,000, while since the latter date the revenue 
has reached a figure now in excess of $6,000,000. 

“It has been stated that the Bureau of Internal Revenue 
had pursued a policy of not pressing cases under Section 
220 as it was written into the law in 1918 because of the 
constitutional question. However, with the settlement of 
that question in 1921, and the plugging of the loophole, 
which permitted the evasion of the section by corporations 
whose income was derived from dividends of stocks of 
domestic corporations, the section is now held to be rea- 
sonably sound, and the Treasury Department will con- 
tinue its vigilance to prevent evasions of its provisions. 
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“It is pointed out that up to the 1921 revenue act the 
constitutionality of Section 220 was questioned because 
it applied to the individual stockholder who was entitled 
to (but had not received) a share of the profits of a cor- 
poration had they been properly distributed. This ques- 
tion was settled by making the penalty apply to the 
corporation which improperly accumulated profits, rather 
than to the individual stockholder. 

“There then arose the question of tightening the law 
with respect to trusts and holding companies of securities. 
The section was held to be inoperative in-so-far as these 
companies were concerned because their income was com- 
posed almost wholly of dividends, which are not taxable. 
This was taken care of in the 1924 act, which provided that 
for the purpose of Section 220 dividends received from 
domestic corporations should be added to the net income 
of a corporation.” 





J Re risen hehe wpe surprising decision was recently ren- 
dered by the United States Circuit Court of Appeals, 
Third Circuit, in the case of Atwater Kent Manufacturing 
Company v. Commissioner of Internal Revenue in holding 
that bonuses paid for special speed in the completion of a 
building were allowed as a depreciation deduction from 
gross income of the taxable year in which paid. 

The petitioner is engaged in the manufacture of radio 
sets, production of which reaches its highest volume in the 
autumn and winter. According to the evidence, it was 
necessary for the company to have an assembly plant 
ready for use by October 1, 1923. It decided to build 
a new plant rather than rent an old one, but in order 
to obtain occupancy by the first of October, bonuses, 
totaling about $61,270, for steel to secure quick fabrication 
and for labor to work overtime, were paid. Anticipated 
profits, it was believed, would justify the additional ex- 
pense which construction of the new plant by October 
first would necessitate. 

In its income tax return for the taxable year 1923, the 
company deducted the extra cost of the building from 
gross income. The Commissioner of Internal Revenue 
held that the extra cost of the building was a capital item 
and disallowed the deduction. This determination was 
affirmed by the Board of Tax Appeals, 15 BTA 881. 

The taxpayer contended that the plant at the end of the 
season had depreciated in value to the extent of the 
amount of the extra cost of the building.- The Commis- 
sioner took the position that the deduction was not per- 
missible under Section 215 (a) of the Revenue Act of 1921, 
which provides: 


“(a) That in computing net income no deduction shall 
in any case be allowed in respect of— 


(2) Any amount paid out for new buildings or for per- 
manent improvements or betterments made to increase the 
value of any property or estate.” 

The Court held that this simply means that the cost 
of a new building is a capital expense at the date of its 
completion and that the deduction under consideration was 
not a deduction under Section 215 of the Act, but under 
Section 234. “The depreciation permitted as a deduction 
from the gross income in determining the taxable income 
of a business for any year represents the reduction during 
the year of the capital assets through wear and tear ot 
the plant used. The theory underlying this allowance 
for depreciation is that by using up the plant a gradual 
sale is made of it. The depreciation charged off is the 
measure of the cost of the part which has been sold. 
United States v Ludey, 274 U. S. 295. This depreciation 
need not be uniform, but must be reasonable.” In con- 
clusion, the opinion, written by Circuit Judge Davis, says: 

“The petitioner offered evidence at the hearing to show 
the actual intrinsic value of the plant at the end of the 
season on the theory that the difference between this and 
the cost on October 1, 1923, represented depreciation, for 
which a deduction should be allowed, but the Board refused 
to admit the evidence. We think this was error. Nash- 
oy C. & St. Louis Railway Co. v. United States, 269 Fed. 
351. 

“The order of redetermination of the United States 
Board of Tax Appeals is reversed, the additional tax de- 
termined by the commissioner set aside and the income 
tax return of the petitioner approved.” 
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By any there can be expenditures in business which for 
tax purposes classify neither as “ordinary and neces- 
sary” business expense nor as statutory “capital expend- 
itures” was brought into relief by the Board of Tax 
Appeals decision in Dome Mines, Ltd. v. Commissioner, 
Dec. 6204 [C. C. H.], Docket No. 26684. 

The petitioner, a Canadian corporation, was organized 
on June 12, 1923, as successor to The Dome Mines Com- 
pany, Limited. At the time of organization all of the 
assets of The Dome Mines Company, Limited, were trans- 
ferred to petitioner in exchange for the issuance by peti- 
tioner of 1,000,000 shares of its no-par-value capital stock. 
Such stock was distributed to the stockholders of the 
predécessor corporation. 

The capital stock of The Dome Mines, Limited, the 
predecessor corporation, was listed on the New York 
Stock Exchange. Subsequent to the issuance of the capital 
stock of petitioner, application was made to the New York 
Stock Exchange for the listing of the 1,000,000 shares of 
its outstanding capital stock. The application was granted 
and there was paid as cost of listing the issued stock 
$10,060. In determining the net income of the petitioner 
for the period from April, 1923, to December 31, 1923, the 
Commissioner disallowed the amount as a deduction. 

In affirmation of the Commissioner’s determination the 
Board [opinion by Phillips] states that if the expenditure 
does not meet the statutory requirement, it cannot be 
deducted even though it may not properly be classified 
as a “capital expenditure.” In this case the expenditure 
was viewed by counsel for the petitioner as having been 
money expended for the sole benefit of the stockholders 
and from which the corporation derived no benefit and 
as such was held by the Board to be analogous to a div- 
idend. On the other hand, the opinion declares, if counsel 
is incorrect in his assumption, and the listing of its stock 
was made for benefit of the petitioner, the rights and 
benefits cannot be deducted as an expense of the year in 
which payment was made, because the rights and benefits 
acquired by the listing continued indefinitely. 


A TAX decision of special interest to banks was rendered 
‘\ by the United States Circuit Court of Appeals, Second 
Circuit, in Harriman National Bank v. Commissioner, (July 
30, 1930) in which the Court held that, notwithstanding that 
the bank had a low ratio of sales to securities on hand or 
purchased during the taxable year in question, a slow 
turnover, and kept no separate account of profits or losses 
from the sale of securities, the bank was a “dealer in 
securities” and as such entitled to return its income on the 
basis of inventories of its securities. Board of Tax Ap- 
peals decision, 14 BTA 743, was reversed. 

In a dissenting opinion Circuit Judge L. Hand observes 
that though the facts were all in the bank’s hands it.con- 
tented itself with general statements which throw no light 
on how large a proportion of its security holdings were 
sold each year. Judge Hand in dissent further says: 
“* * * An individual may do a business in securities with 
customers and he may combine with it trading on ex- 
changes and holding securities for investment. I should 
not call him a merchant as to all his securities if the pro- 
portion he sold to customers was trivial. Rather I should 
say that the sales to customers were a side-line, as it were, 
of the general business. 

“Tt is certainly curious when one examines the schedules 
here in evidence that by far the greater part of the sup- 
posed sales are of those securities which matured in the 
year in question. My brothers say that they might have 
been sold notwithstanding. So they might, but I submit 
that the bank ought to have shown that they were. If we 
do not so assume the sales may have been a trifling part 
of the transactions. Even as to these the bank does not 
tell us how many went to customers, how many were sold 
on the exchanges. If it wished to come within the regula- 
tion, it ought to have been more specific. 

“Certainly it would not be enough to show that a bank 
was ready to sell anything which it held; most people are. 
One cannot practically apply the regulation without know- 
ing the proportion between what is held and what is sold 
to customers. It will not do to say that any merchant 
may have to hold over unsalable securities; this was a 
steady business and there is no reason to assume that 
these were sluggish years. Moreover, the bank had other 
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quite adequate reasons than sales to customers to retain 
such large amounts. Its deposits had to be invested any- 
way and some of the securities required of it were pre- 
scribed by law. I can see no more in its proof than that 
it bought with an eye to possible resales and that it made 
an undisclosed number of such resales. I cannot think that 
this was enough.” 


Significant Decisions of the Board 
of Tax Appeals 


Accounting—Bonus—Loan—Commissions and Fees.— 
Where petitioner kept its books on basis of fiscal year 
ending September 30th and set up on its books during the 
taxable years certain sums for the payment of a bonus to 
employees, but the liability and payment thereof was based 
on employees’ salary from December Ist to December Ist, 
and dependent on the continuance of the employee in 
petitioner’s service until December Ist of each year, the 
bonus is not deductible in the year in which so set up on 
its books, but in year when liability became fixed and 
payment was made. 

Commissions and fees paid to agents and attorneys for 
securing a loan are not deductible in full in the year when 
paid, but should be spread proportionately over the life of 
the loan—Horn & Hardart Baking Company v. Commis- 
sioner, Dec. 6243 [C. C. H.], Docket No. 41764. 


Affiliated Corporations.—Where a corporation organized 
under the laws of Oklahoma owned a majority of the stock 
of another corporation, also organized under the laws of 
Oklahoma and actually voted through its own officer such 
stock at stockholders’ meetings, held, that the minority 
stockholders did not own or control substantially all of the 
stock of the second corporation by reason of the provisions 
of Section 49 of article 9 of the Constitution of Oklahoma.— 
Cortez Oil Company v. Commissioner, Dec. 6233 [C. C. H.], 
Docket No. 22233. 


Apportionment of Cost of Securities—Where it is im- 
practicable to apportion the total cost of preferred and 
common stock when purchased, but subsequently upon a 
reorganization, petitioner receives stocks having known 
values in exchange for said preferred and common stocks, 
an apportionment of the original cost should then be made 
using such known values as a basis for the allocation.— 
John L. Kirkland v. Commissioner, Dec. 6186 [C. C. H.], 
Docket No. 31948. 


Banks—Taxable Income.—In making loans upon real 
estate security the petitioner charged and deducted from 
the face of the loans a commission which was entered upon 
its books of account and returned as taxable income of the 
year in which the loan was made. At the close of each 
year the petitioner had on hand a large amount of mort- 
gage notes and bonds which it had not sold to its clients. 
The petitioner kept its books of account and made its 
income-tax returns upon the accrual basis. Held, that the 
commissions shown as income upon its books of account 
and in its returns constituted taxable income of the year 
in which the loans were made. 

Petitioner had an extraordinarily large amount of income 
in 1920 representing gains on remittances to Poland. These 
gains resulted largely from a contract which the petitioner 
entered into in 1919 with the Polish National Loan Bank, 
which represented no investment of capital by the pe- 
titioner. Held, that the petitioner is not entitled to special 
assessment for 1920 under Section 328 of the Revenue Act 
of 1918.—North-Western Trust & Savings Bank v. Commis- 
sioner. Dec. 6210 [C. C. H.], Docket No. 31128. 


Capital Expenditures—Two of the petitioner corpo- 
rations paid commissions to real estate brokers for secur- 
ing tenants for apartments in buildings owned by them in 
1922, 1923, and 1924, charged the amounts to expense, and 
deducted the same from gross income in their income-tax 
returns. The rental commissions thus paid were dis- 
allowed by the Commissioner as deductions in their en- 
tirety from gross income in the year in which paid, who 
held that they constituted capital items and should be 
charged off over the life of the leases. The petitioners 
kept their books of account and made their income-tax 
returns upon a mixed “actual and accrual” basis. Held, 
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that the accrual basis used by the Commissioner with re- 
spect to rental commissions paid was correct. Bonwit 
Teller & Co., Dec. 5526, 17 BTA 1019; Central Bank Block 
Association, Dec. 6094, 19 BTA 1183—550 Park Avenue Cor- 
poration v. Commissioner; 920 Holding Corporation v. Com- 
missioner; 1148 Fifth Avenue Corporation v. Commissioner ; 
907 Fifth Avenue, Inc. v. Commissioner; 950 Park Avenue 
Corporation v. Commissioner. Dec. 6188 [C. C. H.], Docket 
Nos. 33838, 34031-34034. 


Payments made by coal companies to a railroad com- 
pany in compromise of suits at law growing out of the 
building of a railroad by the latter company to the mines 
of the coal companies, held, under the facts, to constitute 
capital expenditures amortizable over the life of the coal 
properties, and not business expenses deductible in the 
year paid—Colony Coal & Coke Corporation v. Commis- 
sioner; Hazard Coal Corporation v. Commissioner. Dec. 
6195 [c. C. H.], Docket Nos. 37973 and 42263. 


Capital Gain.—Prior to 1922, the petitioner acquired a 
membership in the New York Stock Exchange for which 
he paid $76,000. In 1922, the petitioner, without consider- 
ation transferred the membership to another partner of his 
firm with the agreement that the membership should still 
be regarded as owned by the petitioner. The partner in 
whose name the membership stood died in 1923, and his 
executors refused to transfer the membership to the pe- 
titioner. Thereupon the petitioner acquired another mem- 
bership in the New York Stock Exchange for which he 
paid $94,000. In 1924, the executors of the deceased partner 
acknowledged the petitioner’s ownership of the member- 
ship standing in the name of the decedent. The petitioner 
ordered the membership sold and the proceeds turned over 
to him. Said proceeds amounted to $81,141.31. In his in- 
come-tax return for 1924, the petitioner claimed a loss of 
$12,858.69 as a result of the transaction, which deduction 
was disallowed by the Commissioner who determined a 
profit upon the transaction of $5,141.31. Held, that the 
petitioner realized a profit, taxable as a capital gain, upon 
the’ transaction of the amount determined by the Commis- 
sioner.—James Carstairs v. Commissioner, Dec. 6184 [C. C. 
H.], Docket No. 34513. 


Depletion and Depreciation Reserves.—Where subsequent 
developments show that a material error has been made 
in the original estimate of mineral reserves, a new estimate 
may be made and the remaining undepreciated cost of 
capital assets used in production may be redistributed ac- 
cordingly.—Rayville Coal Company v. Commissioner, Dec. 
6247 [C. C. H.], Docket No. 38992. 


“Earned income.”—The petitioner is an accountant, who, 
in 1925, employed certain assistants in the practice of his 
profession. The petitioner supervised the work of his 
assistants and gave his individual attention to all work 
passing through his office. Capital was not a material 
income-producing factor. Held, that the net income from 
his business was “earned net income” within the meaning 
of Section 209(a)(3) of the Revenue Act of 1926.—Percy 


A. Yalden v. Commissioner, Dec. 6208 [C. C. H.], Docket 
No. 38505. 


Federal Estate Tax.—The value of property held by de- 
cedent and his wife as tenant by the entireties is to be 
included as a part of the gross estate whether such estate 
was created before or after the enactment of the taxing act. 

The proceeds from the sale of property held by the en- 
tireties, including a land contract, is personalty and, in 
Michigan, is property held as tenants in common, only 
one-half being taxable to decedent—Ada M. Slocum, Ex- 
ecutrix of Estate of Grant H. Slocum, v. Commissioner. Dec. 
6190 [C. C. H.], Docket No. 30040. 


Deductions for Charities—1. Section 219(b), Revenue 
Act of 1921, authorizes the deduction, in computing taxable 
net income of an estate or trust, of any part of the gross 
income which, pursuant to the terms of the will or deed 
creating the trust, is during the taxable year paid or per- 
manently set aside for any corporation organized and 
operated exclusively for charitable purposes. Held, that 
the purpose of the deduction was to encourage charitable 
contributions, and, where a will creating a trust contem- 
plates the organization of a corporation for a charitable 
purpose and the construction of facilities to fulfill that 
purpose, and the corporation is organized after the death 
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of decedent and the income is paid or permanently set 
aside for it, and the trustees are engaged in managing 
and investing the property and in preparing to build and 
fulfill the charitable purpose, the deduction is not to be 
denied merely because in the taxable year the facilities 
have not been constructed and the corporation is not in 
fact dispensing charity. 

he words “organized and operated” were meant to 
require that the operations of the corporation at all stages 
should carry out its exclusively charitable purpose, that 
both the organization and its operations should be har- 
moniously in accord with such purpose, and a corporation 
is not within the category merely because it is so organized 
if in fact its operations are other than charitable.—William 
T. Brunckner and Thomas H. Willis, Trustees of Estate of 
William H. Godair, Deceased, v. Commissioner. Dec. 6213 
[C. C. H.], Docket No. 23730. 


Installment Sales—Where in the sale of real property 
the purchaser thereof assumes as a part of the consider- 
ation for the transfer, the payment of accrued interest on 
mortgages on the property, accrued taxes, paving liens, 
and interest thereon, the sum of such charges should not 
be treated as a part of the initial payments received in the 
taxable period in which the sale was made in the absence 
of evidence that the items assumed by the purchaser were 
paid within the taxable period.—Katherine H. Watson and 
H. K. Watson v. Commissioner, Dec. 6180 [C. C. H.], Docket 
Nos. 39192 and 39193. 


Insurance Trusts.—Where the petitioner created trusts 
and the income therefrom was used for the purpose of 
paying life insurance premiums on his own life the income 
of the trusts should be included in petitioner’s income under 
Section 219(h) of the Revenue Acts of 1924 and 1926— 
Irene du Pont v. Commissioner, Dec. 6242 [C. C. H.], 
Docket No. 41368. 


Operating Trust—Deduction of Loss by Beneficiaries — 
Beneficiaries of an operating trust which operated at a loss 
for the first ten months of 1923 and dissolved on October 
31 of that year, filing a fiduciary return for the period, the 
assets and business of the trust being taken over by a 
corporation created for that purpose, are not entitled to 
deduct on their individual income tax returns for that 
year, as partners in the trust, their pro rata of its operating 
loss, notwithstanding the contention that under the laws 
of the State of Texas the beneficiaries of a trust constitute 
a partnership—F. M. Law v. Commissioner; Mrs. Frances 
Mann Law v. Commissioner, Dec. No. 6197 oC... ox Sh 
Docket Nos. 23486 and 23487. 


Property Transfers.——An elder brother agreed to pur- 
chase a hotel property at a price asserted to be less than 
its true value. With the intention of conferring a benefit, he 
caused the property to be conveyed to a younger brother 
who agreed to assume and pay the purchase price and 
an additional amount. Upon a sale by the younger brother, 
he claims a gift was made and that profit should be com- 
puted by using as a base the value of the property when 
acquired. Denied upon the grounds (1) that the transaction 
lacked one of the elements of a gift; i. e., absence of a 
valuable consideration; and (2) that the evidence fails to 
establish that the property had a value clearly im excess 
of the amount paid by petitioner. 


Quaere whether in such circumstances the value of the 
property, if established to be clearly in excess of the amount 
paid, could be used as the basis for computing gain or 
loss, the transaction having occurred prior to January 1, 
1921. “It could be done if at all, only where the evidence 
of a gift and its value is most convincing.” 


Opinion evidence discussed and held, in the circumstances 
of the case, to be less reliable evidence of value than bona- 
fide sales of the property in question.—E. Louis Jacobs V. 
Commissioner, Dec. 6250 [C. C. H.], Docket No. 26249. 

Where real property, situated in New York, is conveyed 
to one person for the benefit of another, the legal and 
equitable title vests in the latter under the laws of the 
State. No part of the rents or profits from the sale of such 
property is income to the person in whose name the prop- 
erty is held—Stewart Forshay v. Commissioner, Dec. 6251 
[C. C. H.], Docket No 23847. 


Reserves for Discounts.—Reserves set up by a taxpayer 
at the close of the taxable years 1922 and 1923 in amounts 
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equal to a certain percentage of its then outstanding ac- 
counts receivable, for discounts anticipated in connection 
with the settlement of such accounts, are not deductible 
in determining net income, nor is a deduction allowable 
in the year for which the reserves were set up on account 
of the actual discount which it was later determined was 
availed of in the subsequent year.—Virginia Table Company 
v. Commissioner. Dec. 6206 [C. C. H.], Docket No. 27949. 


Transferees—Tax Liability—The principal stockholder of 
a corporation having acquired all its assets and assumed all its 
liabilities upon dissolution, immediately transferred the assets 
to a partnership formed by him and a third person, and the 
partnership assumed and paid the liabilities but paid no other 
consideration either to the principal stockholder or the cor- 
poration. Held, the partnership was liable for a deficiency, 
proposed after the formation of the partnership, in income 
and profits taxes of the dissolved corporation to the extent 
of its validity, and counsel fees paid in contesting the de- 
ficiency were proper deductions of the partnership.—Isabel 
G. Sproehnle, Executrix of Estate of Albert W. Sproehnle, De- 
ceased v. Commissioner; John R. Sproehnle v. Commissioner. 
Dec. 6211 [C. C. H.], Docket Nos. 24859, 30362, 24860. 


Court Decisions Published by Bureau of 


Internal Revenue 


Amortization Allowance, Computation——Where articles 
are acquired for the production of war materials within 
the purview of Section 234(a)8 of the Revenue Act of 1918 
and are abandoned during the postwar period, the deduc- 
tion allowable under that section on account of amortiza- 
tion is the difference between the cost of the facilities 
and their salvage value at the time abandoned, due ad- 
justment for depreciation being made. 


Where articles are acquired for the production of war 
materials within the purview of Section 234(a)8 of the 
Revenue Act of 1918 and are continued in use during the 
postwar period as a part of the taxpayer’s plant, the deduc- 
tion allowed under that section on account of amortization 
is the difference between the cost of the facilities and the 
residual value thereof during postwar years. Such residual 
value (to be not less than the salvage value of the property 
nor greater than the estimated cost of replacement under 
normal postwar conditions less depreciation) is the esti- 
mated value in use of the property in the computation of 
which a comparison of the production obtained through 
the use of such facilities during the postwar period with the 
production attained during the war period and a com- 
parison of the labor conditions of the taxpayer’s plant 
during these periods are factors which should be con- 
sidered. 

No loss is sustained and therefore no deduction is allow- 
able under Section 234(a)8 of the Revenue Act of 1918 
in respect of property the residual value of which during 
postwar years is as great as the cost.—United States Cir- 
cuit Court of Appeals, Second Circuit, in United States of 
America v. Briggs Manufacturing Co. [April 7, 1930]. Deci- 
sion of lower court reversed.—I X-29-4709, p. 15. 


Capital Stock Tax.—A corporation engaged in the insur- 
ance business but which in addition ‘thereto conducts another 
and distinct business, that of selling mortgages and guarantee- 
ing the payment of principal and interest, from which- it 
derives a substantial income, is not an insurance company 
within the meaning and intent of Section 246 of the Rev- 
enue Acts of 1921 and 1924, and is therefore not exempt 
from the capital stock tax under Section 1000(b) of the 
Revenue Act of 1921 and 700(b) of the Revenue Act of 
1924. The mere fact that a corporation has a charter from 
a State which permits it to do an insurance business does 
not make it an insurance company for purposes of Federal 
taxation.—United States District Court, Eastern Dist. of 
New York in Home Title Insurance Co. v. United States of 
A merica.—1X-29-4712, p. 26. 


A corporation organized for the purpose of acquiring 
and unifying the management of corporations engaged in 
the theatrical business and which actively engages in the 
Prosecution of the business for which it was incorporated 
is “doing business” and is subject to the capital stock tax 
imposed by the Revenue Acts of 1918 and 1921.—District 
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Court of the United States, Northern District of Illinois, 
Eastern Division, in Orpheum Circuit, Inc. v. Mabel G. 


Reinecke, Collector of Internal Revenue [May 6, 1930] IX- 
32-4743, p. 21. 


Collections Stayed by Claim in Abatement.—A credit of 
overpayment is a “payment” within the meaning of Section 
611 of the Revenue Act of 1928, which withdraws the stat- 
ute of limitation upon collection as a ground for the recov- 
ery back of a tax credited under the conditions therein 
stated.—Court of Claims of the United States in Boston 


Pressed Metal Co. v. The United States [June 2, 1930].— 
IX-29-4703, p. 3. 


Deductions Allowed Corporations——Where a taxpayer 
during the year 1918 sells and delivers its product packed 
in cloth sacks under contracts providing, in conformity to 
a practice of several years, that the price named includes 
the sacks, which the taxpayer agrees to repurchase if re- 
turned in serviceable condition, payments made in 1919 
by the taxpayer to its customers in the repurchase of sacks 
sold to them in 1918 under such contracts are not rebates 
within the meaning of Section 234(a)14 of the Revenue 
Act of 1918 and therefore no loss on account of such pay- 
ments is deductible in 1918 under that subsection.—District 
Court of the United States, Western Dist. of Missouri, 
Western Division, in Dewey Portland Cement Company v. 
Noah Crooks Collector [May 29, 1930].—IX-29-4711, p. 21. 

Dividends.—Dividends declared in 1922 and payable on 
December 31 of that year, checks in payment of which are 
mailed on that date and received in due course on January 
2, 1923, by a stockholder, whose books are kept on the 
basis of cash receipts and disbursements, are required 
under Section 201(e) of the Revenue Act of 1921 to be in- 
cluded in gross income in 1922 when they were unqualifiedly 
subject to the demand of the stockholder.—United States 
Circuit Court, Sixth Circuit, in Commissioner of Internal Rev- 
enue Vv. Robert W. Bingham [Nov. 8, 1929]. Decision of 
wom of Tax Appeals, 8 BTA 603, reversed.—I X-29-4708, 
p. 14. 

Estates and Trusts—Income Tax.—Where a will pro- 
vides that so much of the income from a trust fund “as 
may be necessary shall be used by said trustee for the 
proper and confortable support of my son” and tHat upon 
the son’s death a charitable corporation be organized and 
the principal fund and all income unused for the son’s 
support be distributed to it, the income of the trust left 
at the end of each year after the son had been provided 
for is not, within the meaning of Section 219(b) of the 
Revenue Acts of 1918, 1921, and 1924, paid to or per- 
manently set aside for a charitable corporation pursuant 
to the terms of the will creating the trust, and, therefore, 
the income from the trust in excess of the amounts ac- 
tually distributed for the care and support of the son is not 
deductible from the gross income of the trust under that 
subdivision.—District Court of the United States, Western 
Dist. of Kentucky at Louisville in Charles P. Moorman 
Home for Women, The Louisville Trust Co., Trustee of 
Charles P. Moorman Trust and Treasurer of Charles P. 
Moorman Home for Women, for the Use and Benefit of the 
Charles P. Moorman Home for Women v. United States of 
America [June 19, 1930].—I X-31-4729, p. 13. 

Exemptions from Income Tax—Conditional and Other 
Exemptions of Corporations.—A corporation organized to 
do and which does business which includes lines of work 
ordinarily performed by mercantile agencies, trust. com- 
panies, attorneys at law, credit men and collection agen- 
cies, with a view of making a profit, whose articles of 
incorporation provide that all earnings not consumed in 
operating expenses shall be kept in a fund to be disbursed 
from time to time by the board of directors to further 
the purpose of the corporation, two-thirds of whose total 
income is derived from transactions from which profits 
flow and are not incidental to other activities, and whose 
net profits have become a surplus fund that is used to 
further its activities and is available for paying for services 
to stockholders from whom it does not receive the full cost 
of such services, is not entitled to exemption from income 
tax under Section 231(7) of the Revenue Act of 1926.— 
United States Circuit Court of Appeals, Eighth Circuit, in 
Northwestern Jobbers’ Credit Bureau v. Commissioner of 
Internal Revenue [Jan. 10, 1930]. Decision of Board of Tax 
Appeals, 14 BTA 362, affirmed.—I X-29-4704, p. 5. 
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Final Determinations and Assessments.—Where a tax- 
payer and the Commissioner have executed a “closing 
agreement” pursuant to Section 1106(b) of the Revenue 
Act of 1926, clause (2) of that subdivision bars a suit to 
recover any part of the tax covered by the agreement 
(where there is no showing of fraud or malfeasance or mis- 
representation of fact materially affecting the determina- 
tion or assessment made), even though it was assessed 
by reason of a provision of the Revenue Act that has 
been declared unconstitutional—Court of Claims of the 
United States in The Bankers Reserve Life Co. v. The 
United States [June 16, 1930].—IX-30-4720, p. 11. 


Where a taxpayer and the Commissioner have executed 
a “closing agreement” pursuant to Section 1106(b) of the 
Revenue Act of 1926, clause (2) of that subdivision bars 
a suit to recover any part of the tax covered by the agree- 
ment (where there is no showing of fraud or malfeasance 
or misrepresentation of fact materially affecting the de- 
termination or assessment made), even though it was as- 
sessed by reason of a provision of the Revenue Act that 
has been declared unconstitutional. 


Section 284(b) of the Revenue Act of 1926 prohibits a 
refund of a tax unless the claim for refund was filed within 
the time prescribed by that section, although the amount 
sought to be refunded was illegally collected—Court of 
Claims of the United States in Wisconsin Life Insurance 
Co. v. The United States [June 16, 1930].—IX-31-4728, p. 6. 


Gross Income.—Income to a lessee derived from the 
sale of oil and gas produced from lands which are parts 
of the public domain of Texas set apart for the benefit of 
the State University, leased by the State under a statute 
providing that “rights acquired under this act shall be sub- 
ject to tax as is other property,” is not exempt from Fed- 
eral taxes.—United States Circuit Court of Appeals, Fifth 
Circuit, in John W. Bass, Collector v. Group 1 Oil Corpora- 
tion [June 18, 1930]; IX-29-4702, p. 2. 


Where a taxpayer, keeping its books on the accrual 
basis, makes real estate loans on which in addition to the 
interest a commission is charged, the borrower receiving 
the amount of the loan less the discount and commission, 
the commissions on the loans accrue at the time of the 
making of the loans and constitute taxable income in the 
year the loans are made.—United States Circuit Court of 
Appeals, Seventh Circuit, in Columbia State Savings Bank 
v. Commissioner of Internal Revenue [June 10, 1930]. Deci- 
sion of Board of Tax Appeals, 15 BTA 219, affirmed.— 
1X-30-4721, p. 14. 


Installment Sales.—Sections 212(d) and 1208 of the Rev- 
enue Act of 1926 require the inclusion in computing income 
for the years in which the installment sales method of 
accounting is employed of amounts received in those years 
from installment sales made in prior years, notwithstand- 
ing the profits upon such sales were reported as income 
by the taxpayer in such prior years in which it employed 
the straight accrual method of accounting. 

Where the installment sales method of accounting is 
employed, unrealized profits at the beginning of a taxable 
year from installment sales effected in prior years in which 
the taxpayer employed the straight accrual method of 
accounting should be excluded from the computation of 
invested capital for such year—Court of Claims of the 
United States in John M. Brant Co. v. The United States 
[April 7, 1930]. 


Interest on Refunds and Credits.—An additional assess- 
ment of tax for 1918 made in 1926, after the enactment of 
the Revenue Act of 1926, is not “made under” the Revenue 
Act of 1926 within the meaning of Section 1116(a) of that 
Act, but is made under the Revenue Act of 1918, which 
imposed the tax. 

The words “due date” used in Section 1116(a) of the Rev- 
enue Act of 1926 mean the original date fixed by the Act 
imposing the tax for the payment thereof and not the date 
on which the collector makes demand pursuant to an 
additional assessment.—Court of Claims of the United 
States in Riverside & Dan River Cotton Mills, Inc. v. The 
United States [February 10, 1930].—IX-31-4731, p. 9. 


Partnerships.—Where a taxpayer and another, members 
of a partnership sharing equally in the profits thereof, 
sell property in 1921 for cash and deferred annual in- 
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stallments without interest, and the other partner, pur- 
suant to an agreement between them, receives in addi- 
tion to his share of the cost of the property all his share of 
the profit from the transaction in cash out of the first 
installment, the taxpayer to accept the deferred payments 
for his share of the profits, one-half of the part of the 
initial payment that is taxable~as profit from the sale is 
income of the taxpayer, under Section 218 of the Revenue 
Act of 1921, as a part of his distributive share of the 
partnership income for 1921.—United States Circuit Court 
of Appeals, Fifth Circuit, in Charles C. Ruprecht v. Commis- 
sioner of Internal Revenue. Decision of Board of Tax Ap- 
peals, 16 BTA 919, affirmed.—I X-30-4723, p. 15. 


Insurance Companies—Tax Liability —A company writing 
health and accident insurance is not a “like organization” 
exempt from income taxes under Section 11(a)10 of the 
Revenue Act of 1916 and Section 231(10) of the Revenue 
Act 1918 and it is therefore not exempt from the taxes on 
the issuance of insurance policies under Section 504(d) of 
the Revenue Act of 1917 and Section 503(d) of the Rev- 
enue Act of* 1918—District Court of the United States, 
District of Kansas, Second Division, at Wichita, in The 
Liberty Life Insurance Co., substituted as successive plaintiff 
to the Farmers & Merchants Mutual Life and Casualty As- 
sociation, a Corporation, v. W. H. L. Pepperell, Collector of 
Internal Revenue [April 5, 1930]. 


Statute of Limitations—Waivers—Refund Claims.—A 
consent by a taxpayer to waive the statute of limitation 
on the assessment of a tax contemplates also the collec- 
tion of the tax and waives the bar of the statute as to the 
collection thereof, although the waiver was given after the 
tax was assessed.—Court of Claims of the United States in 
Roy & Titcomb, Inc. v. The United States [April 7, 1930].— 
IX-29-4705, p. 9. 

Where a taxpayer files within the statutory period a 
claim for refund which is rejected and subsequently files 
a second claim within the statutory period based upon the 
same ground as the first claim, the action of the Commis- 
sioner in rejecting the second claim does not start the 
running of the 2-year period of limitation upon a suit by 
the taxpayer, provided by Section 3226, Revised Statutes, 
as amended, which began to run upon the rejection of the 
first claim, and entitle it to bring a suit within the period 
of two years from the date of the rejection of the second 
claim. 


The date a collector receives a check in payment of a 
tax and not the date the check is cashed starts the run- 
ning of the period prescribed by Section 252 of the Revenue 
Act of 1921 within which a claim for refund must be filed. 
—Court of Claims of the United States in B. Altman & 
Co. v. The United States [April 30, 1930].—IX-29-4707, p. 12. 


A consent by a taxpayer extending the period of limita- 
tion on the assessment of a tax contemplates also the collec- 
tion of the tax and extends the period of limitation on 
the collection thereof, although the consent was given 
after the tax was assessed.—District Court of the United 
States for the District of Pennsylvania in Washington Coal 


& Coke Co. v. D. B. Heiner, Collector [June 16, 1930]. 
IX-32-4735, p. 7. 


Where a taxpayer duly files a petition to the Board of 
Tax Appeals pursuant to Section 274(a) of the Revenue 
Act of 1924, appealing “from the determination of the 
Commissioner set forth in his deficiency letter,” and as a 
ground for the appeal specifies that the Commissioner 
erred in refusing to allow a deduction on account of a 
bad debt, the tax on which represented only part of the 
deficiency, and the Board, having found the bad debt 
deductible, reduced the deficiency accordingly and entered 
its order redetermining it, the taxpayer took his appeal 
from the deficiency determined by the Commissioner, 
which must be regarded as an entirety, and the period 
within which an assessment of the amount redetermined 
by the Board is required to be made is extended as pro- 
vided in section 277(b) of that Act.—United States Circuit 
Court of Appeals, Ninth Circuit, in Charles H. Sooy V. 
Commissioner of Internal Revenue, [April 28, 1930]. IX- 
32-4736, p. 12. Decision of the Board of Tax Appeals, 


10 BTA 493, affirmed. 
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Transferees’ Claims Against Transferred Assets.—A 
transferee is a “taxpayer” within the meaning of Sections 
274 and 1001 of the Revenue Act of 1926 and has the right 
to a review by the Board of Tax Appeals and by the Cir- 
cuit Court of Appeals of his liability, as determined under 
Section 280 of that Act. 

Section 280 of the Revenue Act of 1926 relative to the 
liability of a transferee for a tax is constitutional. 

A transferee is liable under Section 280 of the Revenue 
Act of 1926 for the unpaid tax of the transferor to the 
extent of the distribution made to him, even though pro- 
ceedings have not been instituted against other trans- 
ferees.—United States Circuit Court of Appeals, Second 
Circuit, in Annie G. Phillips et al., Executors of the Estate 
of I. L. Phillips, Deceased, v. Commissioner of Internal Rev- 
enue. Decision of Board of Tax Appeals, 15 BTA 1218. 
affirmed.—I X-30-4719, p. 7. 


Valuation of Inventories.——Where a taxpayer engaged in 
the fabrication and erection of steel plates for buildings, 
bridges, tanks, etc., orders material from the mills and fabri- 
cates the plates for each structure or contract, and does not 
carry finished products in stock but keeps a supply on 
hand in order to insure the prompt and orderly execution 
of contracts, from which supply material is taken as and 
when needed and the stock subsequently replenished, in- 
ventories of the taxpayer’s stock of unfabricated steel are 
necessary to a proper determination of its income, and the 
use of a constant price or nominal value for this so-called 
normal quantity of materials or goods on hand is not in 
accord with the regulations relating to the income tax and 
does not truly reflect income. 

The decision of the Circuit Court of Appeals, 33 Fed. 
(2d), 53, reversed. The decision of the Board of Tax 
Appeals, 11 B. T. A., 877, affirmed.—Supreme Court of the 
United States in Robert H. Lucas, Commissioner of Internal 
Revenue, v. Kansas City Structural Steel Co. [April 14, 1930]. 
Nos. 323 and 324—October term, 1929. 


Rulings of the Bureau of Internal Revenue 


Bad Debts, Reserve for—Revenue Act of 1921.—In view 
of the Commissioner’s acquiescence in the decision of the 
United States Board of Tax Appeals in the Appeal of First 
National Bank of Omaha (17 B. T. A., 1358), General Coun- 
sel’s Memorandum 938A (C. B. VI-2, 206), relative to the 
treatment of bad debts by the reserve method, is modified 
in so far as it is in conflict with the Board’s decision in the 
foregoing appeal.—I. T. 2540; IX-30-4722, p. 15. 


Collection of Taxes—Period of Limitation.—Deficiencies 
in income tax for 1920 and 1922 were duly assessed against 
the taxpayer on December 27, 1923, and on May 27, 1926, 
a 60-day deficiency letter was mailed to him with respect 
to his tax liability for those years. On July 19, 1926, the 
taxpayer filed a petition with the Board of Tax Appeals, 
and on April 19, 1929, a stipulation was entered into in 
regard to the deficiencies due. On April 25, 1929, the Board 
entered its order of redetermination showing the correct 
deficiencies. The period of limitation upon collection of the 
tax for 1920 and 1922 had not expired prior to the enact- 
ment of the Revenue Act of 1926. 

Held, that the collection of the outstanding taxes will 
not become barred until January, 1933. Where a 60-day 
letter is mailed to a taxpayer and a petition is filed with 
the Board of Tax Appeals in accordance with the Revenue 
Act of 1926, and the running of the statute of limitations 
is not pleaded by the taxpayer before the Board, the tax- 
payer can not successfully resist collection of the amount 
determined by the Board after the Board’s decision has 
become final, on the ground that the period of limitation 
upon collection of the tax in question had expired prior 
to the mailing of the 60-day deficiency letter by the Com- 
missioner.—G. C. M. 8243: IX-30-4718, p. 5. 


Community Income.—Joint resolution extending the time 
for the assessment, refund, and credit of income taxes for 
1927 and 1928 in the case of married individuals having 
community income. 

“Resolved by the Senate and House of Representatives of 
the United States of America in Congress assembled, That 
the three-year period of limitation provided in section 
277 of the Revenue Act of 1926 upon the assessment of 
income taxes imposed by that Act for the taxable year 
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1927, and the three-year period of limitation provided in 
section 284 of the Revenue Act of 1926 in respect of re- 
funds and credits of income taxes imposed by that Act for 
the taxable year 1927 shall be extended for a period of one 
year in the case of any married individual where such in- 
dividual or his or her spouse filed a separate income-tax 
return for such taxable year and included thereir income 
which under the laws of the State upon receipt became 
community property. 

“Sec. 2. The two-year period of limitation provided in 
section 275 of the Revenue Act of 1928 upon the assess- 
ment of income taxes imposed by Title I of that Act for 
the taxable year 1928, and the two-year period of limitation 
provided in Section 322 of the Revenue Act of 1928 in re- 
spect of refunds and credits of income taxes imposed by 
that Act for the taxable year 1928 shall be extended for 
a period of one year in the case of any married individual 
where such individual or his or her spouse filed a separate 
income-tax return for such taxable year and included 
therein income which under the laws of the State upon 
receipt became community property. 

“Sec. 3. The periods of limitations extended by this joint 
resolution shall, as so extended, be considered to be pro- 
vided in Sections 277 and 284 of the Revenue Act of 1926 
and Sections 275 and 322 of the Revenue Act of 1928, 
respectively. 

“Sec. 4. Nothing herein shall be construed as extending 
any period of limitation which has expired before the en- 
actment of this joint resolution. (Approved June 16, 1930).” 
—IX-29-4714, p. 33. 


With reference to this resolution Mimeograph 3815: IX- 
30-4717, says: 

“The provisions of this joint resolution are applicable 
to the cases of married individuals for the taxable years 
1927 and 1928 where such individuals or their spouses filed 
separate income tax returns for such taxable years and 
included therein income which under the laws of the State 
upon receipt became community property. The States hav- 
ing community property laws are Arizona, California, 
Idaho, Louisiana, Nevada, New Mexico, Texas, and Wash- 
ington. 

“Under the provisions of the joint resolution, the periods 
of limitation for assessing taxes in the cases specified in 
the joint resolution for the taxable years 1927 and 1928 
(including fiscal years ended during those years) are four 
years and three years, respectively, after the returns were 
filed; and the periods of limitation for allowing a refund 
or credit of taxes overpaid on such returns for those years, 
or for the filing of a proper claim therefor, are four years 
and three years, respectively, from the time the taxes were 
paid. Under the provisions of Sections 275 and 322 of the 
Revenue Act of 1928, such periods of limitation for assess- 
ing taxes and allowing refunds and credits for the taxable 
year 1929 are two years. Consequently, the periods of lim- 
itation for all three taxable years will ordinarily expire 
during 1932. 

“The provisions of the joint resolution are not applicable 
to cases in which an election was made to file a joint 
return but only to those cases in which, as stated in the 
joint resolution, separate returns were filed and commun- 
ity income was included therein. 

“The community property income issue is now before the 
Supreme Court of the United States and a final decision 
is expected in ample time to permit an orderly adjustment 
of all community property returns within the periods of 
limitation as extended by the joint resolution. Pending 
such decision, the procedure set forth in Mimeograph 3723 
(C. B. VIII-1, 89) will be followed in the audit of separate 
returns reporting community income for 1927 and sub- 
sequent taxable years. 

“Correspondence and inquiries regarding this mimeograph 
should refer to the number and the symbols IT:E:RR.” 

Contracts, Long-term—Method of Reporting Income.— 
A taxpayer is not entitled to report his income from his 
services as an architect on the completed contract basis 
on the ground that he is paid partly in advance of services 
rendered under contracts extending over more than one 
year.—G. C. M. 7998: IX-32-4734, p. 5 

Deductions from Gross Income.— Real and personal 
property taxes imposed by the State of Ohio accrue for 
income-tax purposes as of the day preceding the second 
Monday of April.—G. C. M. 8218: IX-31-4726, p. 2. 
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Dividends.—In 1928 the M Company distributed 3x dollars 
to its stockholders. It had outstanding at the time y 
shares of common stock of a par value of $100, and coin- 
cident with the distribution the par value of the stock 
was reduced. At or about the same time the authorized 
common stock was increased to 10y shares without par 
value. Of that amount, 6y shares were exchanged for the 
y shares previously outstanding. The distribution on the 
common stock previously outstanding was separate and 
distinct from the change in the capital stock, and the 
amount distributed in cash was not received by the stock- 
holders in connection with the exchange of stock made 
in pursuance of certain refinancing involving the change 
in the capital stock. 

Held, the distribution is governed by Section 115(a) 
and Section 115(b) of the Revenue Act of 1928 and is tax- 
able as a dividend to the extent of the earnings or profits 
on hand which were accumulated after February 28, 1913. 
Any portion of the distribution in excess of such earnings 
or profits constitutes a return of capital, and should be 
applied by the stockholders to reduce the cost or other 
basis of their stock. 

Recommended that I. T. 1833 (C. B. II-2, 25) be re- 
voked.—G. C. M. 8175: IX-33-4747, p. 2. 


Excise Taxes.—The motor vehicle fuel tax imposed by 
the State of California is deductible for Federal income tax 
purposes by the distributor who pays it and not by the 
consumer. If, however, the tax is added to or made a 
part of the business expense oi such distributor, it can not 
be deducted by him separately as a tax.—G. C. M. 7630: 
IX-32-4733, p. 2. 


Federal Estate Tax.—Article 27 of Regulations 70 (1929 
edition) amended by striking out the second paragraph. 
—T. D. 4296: I1X-32-4744, p. 20. 

The husband, a resident of Texas, died leaving a will 
by which he devised to his wife and two children his entire 
separate estate together with the entire community estate 
owned by himself and wife. The wife elected to take under 
the will. 

Held, that the interest which the wife has, under the 
laws of Texas, in the community estate is not a part of 
the deceased husband’s gross estate within the meaning 
of section 302(a), Revenue Act of 1926, notwithstanding 
the wife elected to take under the will—G. C. M. 7773: IX- 
33-4750, p. 13. 

Miscellaneous Taxes—Tobacco—Contents of Statutory 
Packages.— Manufacturer may substitute his name and ad- 
dress for his registered factory number, district, and state 
on inserts placed in statutory packages. Regulations 8, 
revised, amended accordingly.—T. D. 4297: IX-32-4745, p. 20. 


Partnerships—Revenue Act of 1921.—The death of a 
partner terminates the partnership of which he is a mem- 
ber, notwithstanding the provision of the partnership 
agreement that no accounting is to be made in the event 
of the death of a partner prior to the termination of the 
partnership year. Where the accounting year of the part- 
nership and the accounting year of a deceased member 
thereof coincide, the decedent’s share of the net earnings 
of the partnership as of the date of his death, whether 
actually distributed or not, is income taxable to him.—G. 
C. M. 7678: IX-29-4710, p. 19. 


Taxable Period Embracing Years with Different Laws. 
—The taxpayer was incorporated January 2, 1929. Its first 
return was filed for the fiscal year ended June 30, 1929, the 
tax being computed at the rate of 12 per cent. Subsequent- 
ly, Congress by joint resolution reduced the rate of tax on 
the net income of corporations from 12 per cent to 11 per 
cent for the calendar year 1929. The taxpayer contends 
that the tax should be recomputed at the rate of 11 
per cent. 

Held, the proper recomputation requires the use of 
both the 12 per cent rate and the 11 per cent rate in con- 
formity with section 105 of the Revenue Act of 1928. The 
tax for the fiscal year ended June 30, 1929, should first be 
computed as if the entire income were received during 
the calendar year 1928, and the tax attributable to that 
year is 6/12ths of that amount. The tax should then be 
computed as if the entire income were received during 
the calender year 1929, and the tax attributable to that 
year is 6/12ths of that amount. The sum of the taxes at- 











September, 1930 






tributable to each calendar year as so computed consti- 
tutes the tax for the fiscal year—G. C. M. 8156: IX-31-4727, 
p. 4. Fisecticcaaitniies 





Court Decisions 
(Continued from Page 340.) 


Depreciation—Bonus for Completion of Building Al- 
lowed as Depletion Charge.—Bonuses paid for completion 
of a building by October 1, 1923, so that it could be used 
for excess needs of the business during the latter part of 
the year rather than renting a building are held to be 
deductible as depreciation.—United States Circuit Court of 
Appeals, Third Circuit, in Atwater Kent Manufacturing 
Company v. Commissioner of Internal Revenue. No. 4257, 
October term, 1929. Decision of Board of Tax Appeals, 
15 BTA 1881, reversed. 

Dividend Paid in Bonds—Tax Liability—A dividend paid 
in bonds of a corporation, of a par value of $600,000, but 
immediately after receipt sold for $468,000, 78 per cent of 
par, is taxable at the fair market value of the bonds 
($468,000), limited, however, to the amount of earnings of 
the corporation accumulated since March 1, 1913, which 
were $320,330.48. The Board was in error in holding that a 
$600,000 dividend was paid, upon which a loss of $132,000 
was allowable upon the sale, and the Commissioner also 
was in error in regarding as taxable only 78 per cent 
of the earnings accumulated since March 1, 1913. 

The errors on the return resulted from misunderstanding 
of the law and not negligence. Interest under the 1918 Act 
should be collected at 6 per cent and not at 12 per cent. 
—District Court of the United States, Eastern District of 
Pennsylvania, in United States of America v. James JW. 
Fuller, Jr. No. 14136, September term, 1928. In effect re- 
versing 7 BTA 28. 

Federal Estate Tax.—Jurisdictional question in estate 
tax action can not be raised at a second trial on the merits, 
answer filed in the first trial not raising this question and 
trial thereon constituting a waiver of any right in the 
second suit to set up the claim that the suit was pre- 
maturely brought. 

Claim for refund of estate taxes as to a decedent who 
died November 9, 1918, having been timely filed, may be 
amended after the four-year limitation period specifying 
new grounds arising before and after that period, if such 
contention is made before final determination by the 
Commissioner. ; 

Massachusetts legacy and succession tax is deductible 
from gross estate. 

Expenses of administration represented by liability for 
expenses of prosecuting litigation, not having been paid 
within the four-year limitation period, are not deductible. 
—District Court of the United States, District of Mass- 
achusetts, in Robert M. Leach, Executor, v. Malcolm E. 
Nichols. Law No. 2700. 

Absolute transfer in 1920 by way of a gift of the 
remainder after a life estate reserved, not made in con- 
templation of death and not reserving to the grantor any 
power of revocation or control over the property, should 
not be included in decedent’s gross estate under Section 302 
of the 1924 Act.—United States Circuit Court of Appeals, 
Third Circuit, in Blakely D. McCaughn, formerly Collector 
of Internal Revenue, v. Zelia Gross Carnill, Executrix of the 
Estate of William Carnill, Deceased. No. 4113, October term, 
1929. Decision of District Court (Pa.), rendered February 
14, 1929, affirmed. 

Estate tax.—The power vested in the widow to invade 
the corpus of an estate, “if need be,” to provide for her 
comfort, maintenance, and support is held not to defeat 
deductions from gross estate for bequests made by the 
decedent to exempt charitable, etc., institutions, on the 
authority of Ithaca Trust Co., Exrs., v. U. S., 279 U. S. 151. 

Evidence in Appeals from Board.—Where sufficiency 0! 
evidence to support Board’s findings of fact is not ques- 
tioned, statement of evidence need not be filed with appeal. 
—United States Circuit Court of Appeals, Eighth Circuit, 
in Robert H. Lucas, Commissioner of Internal Revenue \V. 
Mercantile Trust Company, Executor under the Will of 

Frank A. Ruf. No. 8840, May term, 1930. Decision ot 
Board of Tax Appeals, 13 BTA 85, affirmed. 

Fraudulent Transactions.—Board of Tax Appeals erred 
in holding that a transaction by which a taxpayer in 1921 
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transferred stock to a friend for the purpose of realizing a 
loss was not bona fide, so that the loss could not be 
deducted. The Board’s rule of practice throwing the bur- 
den upon the petitioner must yield to the rule of evidence 
that he who alleges fraud must prove it.—United States 
Circuit Court of Appeals, Third Circuit, in Edward G. Budd 
v. Commissioner of Internal Revenue. No. 4069, October 
term, 1929. Decision of Board of Tax Appeals, 17 BTA 
490, reversed. 

Gain or Loss on Sale of. Securities, Basis for Computa- 
tion of.—March 1, 1913, value of securities purchased 
prior thereto is the basis for computing loss on the sale 
thereof in 1921, 1922, and 1923, where the selling price 
is less than the March 1, 1913, value, which in turn, was 
less than the cost of such securitiés——United States Cir- 
cuit Court of Appeals, Fourth Circuit, in Samuel S. Bloch 
v. Commissioner of Internal Revenue. Decision of Board 
of Tax Appeals, 16 BTA 425, affirmed. 

Income, Taxable.—Gain derived from a sale, the pro- 
ceeds of which are attached during the taxable year, is 
properly included in gross income.—United States Circuit 
Court of Appeals, Fifth Circuit, in Arthur A. Cocke and 
Wife v. Commissioner of Internal Revenue. Decision of 
Board of Tax Appeals, 5 BTA 606, affirmed. 

Invested Capital—Where, pursuant to a reorganization 
on March 1, 1920, one corporation took over the assets and 
continued the business of another corporation, a control 
of more than 50 per cent remaining in the same persons, 
and the tangible property of the old corporation having 
been turned over to the new corporation in exchange for 
all the latter’s stock, such tangible property must be in- 
cluded in invested capital at a value no greater than would 
have been allowed the old corporation.—District Court of 
the United States, Southern District of Ohio, Western 
Division, in The Mead Fibre Company v. The United States 
of America. No. 279. 

Consolidated invested capital, as determined by the Com- 
missioner and the Board, is approved because of lack of evi- 
dence upon which to compute the invested capital of a sub- 
sidiary. The court decides, incidentally, that lack of affiliation 
can not be established merely because one company, all of 
whose stock was owned and all of whose property and fran- 
chises were controlled and/or operated by the other, was not 
active—United States Circuit Court of Appeals, Second Cir- 
cuit, in Auto Sales Corporation v. Commissioner of Internal 
Revenue. Decision of Board of Tax Appeals, 14 BTA 61, 
affirmed. 

Refunds—Statutory Period of Limitation on Payment.— 
Refund of 1917 tax is held to be barred by Section 611 
of the 1928 Act, where the tax was assessed within the 
statutory period of limitation, claim in abatement was 
filed, and collection was delayed until after the statutory 
period for collection, it being held that the “stay” con- 
templated by Section 611 need not be a judicial stay; that 
the presumption is that the delay was caused by the claim 
and not by negligence on the part of the Collector; and 
that Section 611 removes all liability for crediting or re- 
funding taxes that might exist under Section 607 by deal- 
ing with the merits as to recovery as well as with the 
remedies available-—United States Circuit Court of Ap- 
peals, Second Circuit, in Daniel Reeves, Inc. v. Charles W’. 
Anderson, Collector. Decision of lower court, 37 Fed. 
(2d) 373, affirmed. 

Tax Credits Involving Foreign Tax Payments.—Credit 
allowed taxpayer for two types of income taxes paid by 
its subsidiary to Great Britain in 1918, based on income 
computed on two different bases, should be separately com- 
puted for the two kinds of tax payments. 

In computing credit for taxes paid in 1918 by a French 
subsidiary, allowance should not be made for tax payable 
before income is available for dividends, nor for the fact 
that the taxes were payable in installments over a period 
of years extending beyond 1918, nor for the tax paid to the 
French Government by the parent corporation on the 
dividend received by it. 

Credit is denied for foreign taxes paid to Great Britain 
Where the item is first mentioned in the stipulation of facts, 
not having been included in the return, claim for refund, 
or complaint.—United States District Court, So. District 
of New York, in United Dyewood Corporation v. Frank K. 
Bowers, Collector of Internal Revenue for the Second Collec- 
tion District of New York. 
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Taxable Income.—Demurrer is overruled as to a com- 
plaint stating that pursuant to Section 219(b) (1) of the 
1924 Act, gain from the sale in 1924 by the trustee of 
securities, part of a residuary trust fund bequeathed, after 
a life estate, to exempt religious, etc., institutions, is ex- 
empt, where it is shown that the life beneficiary had died 
in 1922 and that the income of the trust fund was greatly 
in excess of $5,000 life annuity also reserved. Because, 
under Mechanics Loan and Trust Co. v. Smietanka, 255 U. S. 
514, a small part of the profit realized from the sale may 
not be exempt is not sufficient ground to sustain the de- 
murrer.—District Court of the United States District of 
Connecticut, in Hartford-Connecticut Trust Company, Trus- 
tee of “The John T. Corning Fund” v. Robert O. Eaton, Col- 
lector, No. 3295 Law. 

Waivers.—Waiver covering 1918 taxes executed in 
December, 1924, is held valid where it was signed in be- 
half of a taxpayer corporation by its secretary and bore the 
corporate seal and where the evidence showed that al- 
though the by-laws of the corporation did not empower 
the secretary to execute a waiver he and the president 
acted for the corporation in many tax matters and that a 
resolution ratifying the past acts of the officers was passed 
by the Board of Directors in March, 1925.—District Court 
of the United States, So. Dist. of Ohio, in The Philip Carey 
Manufacturing Company v. Charles M. Dean, former Col- 
lector. No. 4191. At Law. 

Assessment waiver for 1919, executed February 15, 1924, 
is held to remove the statutory bar on collection, following 
Stange v. U. S., Ct. Cls., Nov. 4, 1929.—United States District 
Court, Southern District of Ohio, Western Division, in The 
Meyer Wise & Kaichen Company v. The United States of 
America. No. 4187. At Law. 

Collection of 1918 taxes is held not barred by the statute 
where assessment was made on March 6, 1925, within 
the statutory assessment period as extended by waiver.— 
United States Circuit Court of Appeals, Second Circuit, in 
Gerard P. Tameling, B. Wheeler Dyer v. Commissioner of In- 
ternal Revenue. Decision of Board of Tax Apeals, 13 BTA 
177, affirmed. 

Waiver purporting to have been signed by the Com- 
missioner within the ‘five-year limitation period is held 
valid to extend the limitation periods for assessment and 
collection of deficiencies for 1918 and 1919.—United States 
Circuit Court of Appeals, Ninth Circuit, in Pantages Theatre 
Company (a Corporation) v. Robert H. Lucas, Commissioner 
of Internal Revenue. No. 6101. Decision of Board of Tax 
Appeals, 17 BTA 82, affirmed. 

Waivers as to collection of 1918 and 1919 taxes, executed 
in 1925 and 1926 after the collection limitation period, were 
void for want of consideration. The waivers provided for 
extension of the six-year period for collection after assess- 
ment under Section 278(d) of the 1924 Act, although col- 
lection was barred when such act was passed. 

Refund of the above taxes is not barred. The rights of 
the taxpayer having become vested under Section 1106(a) 
of the 1926 Act extinguishing the liability, such rights were 
not affected by the repeal of that section by the 1928 Act 
nor by the enactment of Sections 607 and 611 of the 1928 
Act relative to overpayments.—United States District 
Court, Western District of Arkansas, El Dorado Division, 


in Southern Lumber Company v. United States of America. 
No. 263 Law. 


A Conclusive Presumption v. the Constitution 
(Continued from Page 336.) 


and are of opinion that such a classification would be in 
plain conflict with the 14th Amendment. The legislative 
action here challenged is no less arbitrary. Gifts inter 
vivos within six years of death, but in fact made without 
contemplation thereof, are first conclusively presumed to 
have been so made without regard to actualities, while like 
gifts at other times are not thus treated. There is no ade- 
quate basis for this distinction. Secondly, they are sub- 
jected to graduated taxes which could not properly be 
laid on all gifts or, indeed, upon any gift without testa- 
mentary character. 


The presumption and consequent taxation are defended 
upon the theory that, exercising judgment and discretion, 
the legislature found them necessary in order to prevent 
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evasion of inheritance taxes. That is to say, “A” may be 
required to submit to an exactment forbidden by the Con- 
stitution if this seems necessary in order to enable the 
state readily to collect lawful charges against “B.” Rights 
guaranteed by the Federal Constitution are not to be so 
lightly treated; they are superior to this supposed neces- 
sity. The state is forbidden to deny due process of law 
or the equal protection of the laws for any purpose what- 
soever. 

But recently, in a decision handed down by the 
Court of Appeals of the State of Kentucky,’ and 
reported in The United States Daily under date of 
May 29, 1930, the Court declared that the statute 
of the State of Kentucky, which created a three 
year presumption was unconstitutional, basing its 
decision upon that rendered by the Supreme Court 
in the Schlesinger case. The State of Indiana has 
upon its statute books a provision containing a two 
year presumption, but the constitutional effect of 
the statute has not yet been adjudicated. 

The defense relied upon to uphold the constitu- 
tionality of this provision is founded upon the theory 
that the enactment of such a clause was necessary 
and expedient as an administrative measure to pre- 
vent the evasion of estate taxes. Some argument, 
of course, can be advanced in support of the fact 
that a transfer made by a decedent a few days, or 
a few months before his death raises a strong pre- 
sumption that such transfers were made with the 
intent of placing the property transferred beyond 
the reach of a tax, and that obviously it is to be 
presumed that a person making a disposition of 
his property shortly before his death would do so, 


1 State Tax Commission v. Robinson’s Executor et al. 
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having in mind the burdens, if any, which would 
become attached to his property upon his death. 
An attempt has honestly been made to draw a dead 
line where it is most likely that a reasonable man 
would decide that all transfers made were moti- 
vated by a fear of impending death. In this re- 
spect it is pertinent to observe the dissenting opin- 
ion of Mr. Justice Holmes in the Schlesinger case, 
in which he states: 

I leave aside the broader issues that might be considered 
and take the statute as it is written, putting the tax on the 
ground of an absolute presumption that gifts of a material 
part of the donor’s estate made within six years of his 
death were made in contemplation of death. If the time 
were six months instead of six years, I hardly think that 
the power of the State to pass the law would be denied, 
as the difficulty of proof would warrant making the pre- 
sumption absolute; and while I should not dream of asking 
where the line can be drawn, since the great body of the 
law consists in drawing such lines, yet when you realize 
that you are dealing with a matter of degree you must 
realize that reasonable men may differ widely as to the 
place where the line should fall. I think that our discus- 
sion should end if we admit, what I certainly believe, that 
reasonable men might regard six years as not too remote. 
Of course many gifts will be hit by the tax that were made 
with no contemplation of death. But the law allows a 
penumbra to be embraced that goes beyond the outline 
of its object in order that the object may be secured. 

The fallacy of this argument lies in the admission 
that many gifts will be hit by the tax that were 
made with no contemplation of death. That being 
true, it follows that the conclusive presumption op- 
erates to impose a tax on the value of property, 
contrary to the facts and thus deprives the tax- 
payer of property without due process of law. 
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In view of the obvious effect of the conclusive 
presumption, and the language of the Supreme 
Court in Schlesinger v. Wisconsin, it appears inevit- 
able that this provision of the statute will, when pre- 
sented to the courts for adjudication, be determined 
to be in violation of the rights guaranteed each citi- 
zen by the Constitution of the United States. 


Tax Exemption—a Subsidy 
(Continued from Page 333.) 


prive these states of an advantage which they have 
been much slower to seize than their northern neigh- 
bors. 

It may be desirable to foster an industry which, 
because of some disadvantage, cannot stand upon 
its own feet. Everyone is familiar with the use 
of the protective tariff by the Federal Government 
for this purpose. Another method to accomplish 
the same end would be through a grant in aid, either 
by a direct payment or through the extension of 
exemption from taxation. This latter method has 
frequently been employed by states and localities. 
In order to stimulate the development of turnpike, 
bridge, ferry and canal companies, the provision 
was frequently found in the charter that no taxes 
would be collected for a certain number of years, 
or until the net receipts reached a certain percent- 
age on the investment. Many states and localities 
have sought to stimulate manufacturing by this 
same device. At present, some southern states al- 
low the exemption of cotton mills from taxes under 
certain conditions. Whatever may be the merit of 
such exemption, the fact that it exists causes a 
heavier burden upon those who pay taxes, and a 
subsidy exists just as surely as if the government 
made a direct payment to the industry. 

The theory of the general property tax is that 
all property should be subject to the same rate of 
taxation. Granted the correctness of the theory, 
then the exemption of any form of property from 
the payment of taxes is a subsidy by the govern- 
ment. There are few attempts to use the prop- 
erty tax in which some exemptions are not found. 
Thus one large industrial state exempts from taxa- 
tion all tools, machinery, and implements of produc- 
tion, the impulse arising, undoubtedly, in the desire 
to stimulate manufacturing. Other frequent exemp- 
tions from the property tax are such items as house- 
hold furniture, money, and securities. By putting 
some property in this preferred class, to raise a 
given amount of revenue the tax rate must be higher 
upon the amount of property remaining subject to 
taxation. The one group is taxed for the benefit of 
the other. 

Other illustrations of tax exemption might be 
considered, but an analysis would show that in 
every case the result is a subsidy. Such is the 
exemption from taxes of the property of war vet- 
erans or that of their widows, unless an adequate 
return had not been made for services rendered 
to the government, and this concession be consid- 
ered as a belated payment. It may be administra- 
tively desirable to exempt small amounts of 
property or small incomes from taxation because 
ot the administrative costs involved. But to do 
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Theory of Trust Regulation in its Application 
to Labor Unions 
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Tax Decisions:—The important recent decisions 
in all branches of the law are abstracted and an- 
notated. 


this extends a grant in aid, the real payment of 
which rests upon those who do not fall in the ex- 
empt category. To multiply illustrations but em- 
phasizes the conclusion that a tax exemption, for 
whatever purpose granted, is, in effect, a subsidy 
to those receiving the exemption. 

In the light of this conclusion, the justification for 
tax exemption, aside from administrative reasons, 
must rest upon the justification for grants in aid by 
a government to individuals or groups of individuals 
within it. Such a justification exists only when 
the benefits arising from the subsidization or grant 
in aid are coextensive with the group of tax payers 
from whom the grant in aid originated. It may be 
well to measure the justification for tax exemption 
on this basis. 


Evasion of Surtax—the First Precedent 
(Continued from Page 328.) 


reasonable, would establish the prohibited intent and bring 
the corporation within the provisions of Section 220. 
* * * Escaping the surtax is a necessary incident to the 
accumulation of a reasonable surplus, which the statute 
was not designed to prevent. * * * 

3ut if the accumulation was not unreasonable for the 
business necessities, we may not impute the prohibited 
intent because tax is avoided as an inherent result of such 
accumulation. 

This confuses a “result,” which “follows” the 
accumulation, with a “purpose,” which must precede 
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the act. It is of course true that the imposition 
of surtax is in fact prevented by any accumulation, 
but it by no means follows that the.purpose or mo- 
tive which leads to the accumulation was the es- 
cape from surtax. Rather, as pointed out by the 
prevailing opinion, such a purpose exists only where 
the conduct of the corporation has been “diverted 
from its normal business interests.” 

It is even suggested in the minority opinion (con- 
trary to the views advanced in the previous article 
by this writer in this magazine), that if there has 
been excessive accumulation the tax liability is in- 
curred without regard to the existence of the pur- 
pose, and even if there is some evidence that there 
was no purpose of avoiding taxes. The opinion 
states: 

The only question then here is whether the corporation 
was availed of for the prohibited purpose. If the evidence 
justifies the conclusion that the accumulation was beyond 
the reasonable needs of the business, then the penalty 
should be imposed. 


This view, it is submitted, is not founded upon 
the statutory language. The question will be pre- 
sented only by a case which is the exact converse 
of that which the Board has decided. Having held 
that the statute penalizes the purpose to avoid, even 
without unreasonably excessive accumulation, the 
Board has gone far to establish that there is no pen- 
alty upon accumulation which is most unreasonably 
excessive, unless it results from the purpose to 
avoid surtax. 
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State tax legislation is always prolific in odd numbered years. 
Forty-four state legislatures meet in regular session in those odd 
numbered years as compared with nine in the even numbered years. 

The news of the day forecasts a tremendous volume of tax legislation in 
1931. Practically every state finds necessary and seeks revenue 
producing changes in its tax structure. The farm problem, expenditures 
in relief of unemployment, the overwhelming nature of the tax burden 

on certain classes of real property, and innumerable local questions, 
all tend to aggravate the situation. The legislator searching for an 
avenue of relief finds it all too easy to direct his attention to income 
taxes, business and occupation taxes, sales and license taxes, of one 
kind or another, added or increased. In its business of reporting 
rapidly and in loose leaf form on selected subjects of business law, Com- 
merce Clearing House, Inc., the Loose Leaf Service Division of The Corpo- 
ration Trust Company, has found it essential to follow closely all business 


legislation. To know of new law and its purport immediately on enact- 
ition 
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ition, 


- mo- introduction, then committee reference, report, amendment, reading, 
: be and passage, in each house. In that way the bill and its exact text is 
vhere well-known when it reaches the governor and the new law is at once 
| 
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(con- legislation but of all introductions affecting business of any kind. 
ip This full information is made available to the interested public in the 
is in- form of a loose=-leaf Legislative Reporting Service—accurate, prompt 
» pur- 
* al and systematic. New legislation, burdensome or alleviative, must be 
inion speedily known to modern business to save its time and money, and, in 
>ration extreme cases, its very existence. If you have an interest in any 
ves business that may benefit or suffer by the repeal or enactment of state 
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